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THE  FLAT  TAX  AND  SMALL  BUSINESS 


THURSDAY,  MAY  18,  1995 

House  of  Representatives, 
Subcommittee  on  Taxation  and  Finance, 

Committee  on  Small  Business, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  10:04  a.m.,  in  room 
2359-A,  Rayburn  House  Office  Building,  Hon.  Linda  Smith  (chair- 
woman of  the  subcommittee)  presiding. 

Chairwoman  Meyers.  Good  morning.  I  wanted  to  make  a  special 
point  of  being  here  today  because  events  like  this  don't  happen 
very  often.  Rarely  are  freshmen  appointed  chairs  of  subcommittees, 
so  Mrs.  Smith  is  very  special.  She  is  also  the  first  woman  to  chair 
a  subcommittee  as  a  freshman. 

I  picked  Mrs.  Smith  to  head  the  Taxation  and  Finance  Sub- 
committee because  of  her  roll-up-the-sleeves,  hands-on  experience 
that  she  has  had  in  the  subject  of  taxation.  She  operated  a  tax  con- 
sulting business  for  14  years  and  9  of  those  managing  seven  tax 
preparation  offices. 

Mrs.  Smith  knows  what  small  business  owners  face  on  a  daily 
basis,  and  she  knows  what  tax  forms  they  have  to  fill  out  and  what 
a  struggle  and  burden  it  is  for  them.  Mrs.  Smith  will  get  the  job 
done  because  she  knows  what  is  needed  for  small  businesses  to  do 
their  job  well,  and  that  is  why  she  is  such  an  outstanding  choice 
for  this  subcommittee. 

With  that,  I  am  going  to  present  Mrs.  Smith  with  her  gavel.  I 
have  no  doubt  that  she  is  going  to  get  very  good  use  out  of  it.  So, 
Linda,  I  am  proud  to  present  you  with  this  gavel.  Use  it  in  good 
health. 

Chairwoman  Smith.  Thank  you.  For  you,  it  says:  The  Honorable 
Linda  A.  Smith,  Chairman,  Small  Business  Subcommittee  on  Tax- 
ation and  Finance,  first  hearing,  May  18th,  1995.  How  very  special. 
That  is  wonderful.  Thank  you. 

Good  morning,  and  I  am  honored  that  the  Chairman  was  here. 
Everyone's  schedule  is  tight  and  next  to  impossible.  There  is  a  na- 
tional security  markup,  and  Mr.  Meehan  is  a  part  of  that  markup. 
He  is  the  Ranking  Minority  Member,  and  so,  he  will  be  here  regu- 
larly. He  is  very  interested  in  what  we  are  doing,  but  he  is  in  the 
middle  of  a  markup  in  that  committee. 

Mr.  Meehan's  opening  statement  will  be  included  in  the  record. 

First  of  all,  I  want  to  tell  you  that  this  committee  has  decided 
that  we  believe  that  the  issues  of  taxation  are  probably  the  biggest 
issues  facing  small  business  today.  We  want  to  start  with  the  cur- 
rent flat-tax  proposals  because  they  seem  to  be  on  people's  minds 
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and  the  most  important  to  them  right  now.  We  are  putting  them 
at  the  forefront  but  not  to  the  exclusion  of  other  tax  systems. 

We  will  be  going  into  the  summer  to  review  other  tax  simplifica- 
tion systems,  and  then  in  the  fall  we  will  go  into  the  emerging 
America,  which  is  America  working  out  of  tneir  homes,  tax  sim- 
plification, and  what  all  of  this  means  to  them. 

So,  with  that,  we  wanted  to  start  with  the  flat  tax,  not  because 
our  committee— 4Dy  the  way,  there  has  been  quite  a  bit  of  internal 
debate  already — believes  that  that  is  the  only  way  to  go,  but  be- 
cause we  believe  that  it  is  in  the  forefront  of  discussion  right  now. 

We  don't  want  to  waste  a  whole  lot  of  time.  We  want  to  get  start- 
ed with  the  panel  of  economists,  starting  with  Dr.  Rabushka.  We 
all  know  that  you  have  to  get  to  the  Senate,  and  there  will  be  a 
vote.  I  will  not  leave  on  the  vote.  I  will  miss  the  procedural  vote 
and  will  stay  here.  Members  might  come  and  go,  but  we  will  pro- 
ceed with  Dr.  Rabushka. 

[Chairwoman  Smith's  statement  may  be  found  in  the  appendix.] 

[Mr.  Meehan's  statement  may  be  found  in  the  appendix.] 

TESTIMONY  OF  ALVIN  RABUSHKA,  SENIOR  FELLOW,  HOOVER 
INSTITUTION,  STANFORD  UNIVERSITY 

Dr.  Rabushka.  Is  this  on?  Yes. 

Thank  you  Mrs.  Smith,  Mrs.  Meyers,  Mr.  Metcalf  and  others  as 
I  hope  you  come  in.  I  appreciate  the  invitation,  and  I  am  delighted 
to  see  a  specific  and  narrow  focus  on  this  issue. 

I  have  been  involved  testifying  for  13  years  now  before  a  variety 
of  committees,  and  all  too  often  that  testimony  is  very  broad-rang- 
ing and  lacks  a  focus.  I  think  there  are  enough  separate  issues  in- 
volved, such  as  the  concerns  for  small  business,  that  it  is  really 
very  constructive  to  have  a  specific  focus  played  on  this  issue  so  it 
can  be  debated  in  that  context. 

I  am  very  sensitive  about  this  because  I  live  on  the  campus  of 
Stanford  University,  the  home  to  Silicon  Valley  and  hundreds,  if 
not  thousands,  of  what  started  out  as  small  businesses,  became  me- 
dium businesses,  some  very  large  businesses.  It  would  just  be  re- 
peating almost  a  biblical  truth  that  small  business  is  the  engine  of 
job  creation  and  growth  in  this  economy. 

I  have  prepared  a  formal  statement  which  comes  out  of  chapter 
4  of  my  book,  and  I  would  be  happy  to  leave  some  extra  copies  of 
my  book.  The  Flat  Tax,  a  third  version  of  a  book  that  my  colleague, 
Bob  Hall,  and  I  have  done,  with  you  as  I  walk  out  if  some  Members 
have  not  seen  it.  By  and  large,  it  takes  a  careful  reading  of  the 
book  to  reveal  the  full  scope  of  the  plan. 

For  those  in  the  audience,  if  you  call  1-800-flattax,  there  are  op- 
erators at  the  Hoover  Press  standing  by  to  take  your  orders.  Jerry 
Brown  taught  me  that  valuable  lesson,  and  he  and  I  will  be  ap- 
pearing together  soon  at  the  Ronald  Reagan  Presidential  Library 
to  discuss  the  flat  tax  in  California. 

Anyway,  I  do  want  to  focus  in  my  limited  time  on  the  central  is- 
sues that  I  think  are  germane  and  why  the  flat  tax,  as  my  col- 
league. Bob  Hall,  and  I  have  constructed  it  and  which  underlies  the 
plans  of  the  Majority  Leader  Armey,  Presidential  candidate  Sen- 
ator Specter  and  some  others. 


First,  it  is  a  single  tax.  It  is  basically  one  tax  on  the  g^oss  domes- 
tic product,  taking  into  account  the  requirements  for  investing  and 
also  a  very  large  allowance  for  families,  households,  which,  in  ef- 
fect, injects  a  very  substantial  measure  of  prog^essivity  into  what 
is  a  uniform  or  flat  rate. 

When  I  say  it  is  a  single  tax  on  a  base  of  consumption,  it  is  be- 
cause what  we  take  the  hodgepodge  of  depreciation  schedules — 2- 
,  3-,  5-,  10-,  15-,  and  20-,  pre-1986,  post-1986,  pre-1994,  post-1994— 
and  replace  it  with  one  line.  What  you  invest,  you  write  off.  If  you 
lay  out  $1  million,  $5  million,  or  $10  million  for  business  expansion 
and  capital,  land,  equipment,  structures,  you  write  that  off. 

Now  that,  in  my  mind,  is  the  single  most  attractive  provision  to 
improve  business  cash  flow.  When  you  are  a  rapidly  growing,  ex- 
panding business,  the  most  attractive  part  of  the  flat  tax,  in  our 
view,  is  the  Section  179  unlimited  expensing  provision. 

I  would  say  that  filling  out  depreciation  tables  is  probably  the 
single  biggest  nightmare  in  any  business  enterprise,  and  it  is  what 
drives  people  crazy,  and  it  costs  a  fortune.  This  is  a  critically  im- 
portant issue.  But  almost  as  important  is  the  incentives  to  entre- 
preneurship,  and  today  those  incentives  are  severely  eroded  by  two 
features  in  the  current  Code. 

One  is  the  double  tax  on  dividends.  It  is  not  right  that  people 
who  risk  money  have  to  pay  tax  first  at  the  business  level  and 
then,  when  they  receive  the  after-tax  return,  they  pay  a  second  tax. 
If  the  business  is  retaining  those  earnings,  they  would  pay  the  sec- 
ond tax  through  capital  gains,  which  is  merely  a  second  tax  on 
after-tax  retained  earnings. 

Now,  a  second  part  of  the  flat  tax  which  is  critical  to  small  busi- 
ness is  the  low  rate.  The  low  rate  is  very  important  because,  in  my 
view,  low  rates  release  human  energy  and  encourage  risk  taking. 
High  rates  have  the  opposite  effect. 

With  a  low  rate — the  lower  the  better.  My  colleague.  Bob  Hall, 
and  I  have  stuck  with  19  percent  because  it  is  the  rate  that  we 
worked  out  that  was  revenue  neutral  in  1981.  We  have  stayed  with 
it,  but  over  time  have  expanded  the  allowances  due  to  economic 
growth.  That  low  rate,  as  long  as  it  is  below  20  percent,  provides 
the  kind  of  incentive  that  encourages  people  to  produce  a  dollar 
and  not  worry  about  sheltering  a  dollar  in  taxes. 

I  want  to  emphasize  both  of  those  features.  There  is  a  third  as- 
pect that  I  think  is  very  important  to  small  business.  We  have  a 
whole  lot  of  people,  and  we  have  estimated  as  many  as  half  a  mil- 
lion in  tax  law,  tax  planning,  tax  advice,  tax  shelters,  auditors,  ac- 
countants. They  only  do  one  thing:  They  reduce  taxes  of  other  peo- 
ple, 

Thev  especially  try  to  reduce  them,  by  the  way,  on  recently  gen- 
erated millionaires  who  have  been  successful  in  business.  If  you 
take  a  half  million  of  the  brightest  and  best  people  in  this  country 
and  redirect  their  energy  into  producing  goods  and  services,  you  get 
a  huge  gain  in  economic  efficiency,  and  stop  people  being  obsessed 
with  the  Tax  Code. 

The  point  is,  when  you  have  a  low,  simple  flat  tax  you  basically 
remove  the  Tax  Code  from  business  considerations.  It  is  just  not 
there  anymore.  You  spend  time  making  business  judgments  on  the 
basis  of  business  considerations,  understanding  that  you  don't  have 


to  plan  ahead  each  day  and  every  day  how  the  Tax  Code  is  going 
to  affect  you  as  vou  grow  and  as  you  change. 

I  want  to  make  one  or  two  other  points  since  the  green  light  is 
on.  In  my  view,  the  flat  tax  is  really  a  very,  very,  powerful  incen- 
tive for  economic  growth,  and  it  would  be  remiss  if  we  overlooked 
economic  growth.  That,  in  my  view,  is  the  purpose  of  economic  pol- 
icy. 

What  we  have  done  is  to  look  in  the  last  10  years  over  every  seri- 
ous, scholarly  work  done  that  we  could  find.  They  all  agree  that  a 
flat-rate  tax  on  a  base  of  consumption  would  have  a  very  powerful 
effect  on  economic  growth. 

Being  very  conservative  and  not  wanting  to  fall  to  charges  that 
we  are  exaggerating,  we  took  the  lower  bound  of  all  of  those  esti- 
mates; when  you  do  that,  the  response  in  terms  of  additional  labor 
supply,  additional  savings  in  capital  response  and  additional  entre- 
preneurial response,  comes  out  in  our  best  estimate  to  as  much  as 
6  percent  economic  growth  over  the  next  7  years. 

What  does  that  mean  in  current  dollars?  It  means  almost  an- 
other $1,950  per  person  or  more  than  $7,600  for  a  family  of  four. 
That  is  above  and  beyond  what  their  income  otherwise  would  be. 

So  the  notion  of  economic  growth,  in  my  view,  is  very  important 
because  that  greater  growth  is  more  spending  power,  more  energy, 
more  activity,  and  it  just  makes  it  possible,  in  my  view,  for  new 
small  businesses  to  have  a  greater  success,  greater  likelihood  of 
growing  than  folding. 

I  think  that  more  or  less  covers  my  prepared  remarks.  I  would 
be  happy  to  answer  any  questions.  But  I  would  like  to  make  one 
last  sentence  before  the  light  goes  red;  and  that  is,  after  hoeing  the 
garden  of  the  flat  tax  for  14  years,  what  has  frustrated  me  most 
is  not  that  there  are  not  reasonable  issues  that  one  can  debate 
about.  There  are.  One  can  choose  among  rival  tax  plans,  and  one 
can  weigh  their  pros  and  cons. 

What  has  bothered  me  is  that  too  many  people  haven't  taken  the 
time  and  attention  to  get  the  story  right  and  what  details  are  in 
it.  I  spend  three-qu«\rters  of  my  time  correcting  errors  and 
misimpressions  and  less  than  one-quarter  of  my  time  explaining 
what  the  flat  tax  is  and  how  it  works. 

So  my  closing  comment  is,  if  you  want  to  talk  to  me,  I  would  love 
to  talk  to  you.  Please  read  the  book,  and  I  will  give  you  as  much 
time  as  you  want.  Thank  you. 

Chairwoman  Smith.  Thank  you.  I  have  read  your  book,  and  I 
will  expect  the  time  then. 

Dr.  Rabushka.  You  can  call  me  any  time.  I  will  talk  to  you. 

Chairwoman  Smith.  Just  joking.  We  are  trying  to  bring  more 
facts  to  this  debate,  and  that  is  why  we  are  going  to  focus  on  the 
nuts  and  bolts  of  this  system  so  that  the  American  people  under- 
stand them.  They  need  to  understand  the  give  and  take.  We  agree 
with  that. 

[Dr.  Rabushka's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Mr.  Mitchell. 

TESTIMONY  OF  DANIEL  J.  MITCHELL,  MCKENNA  SENIOR  PEL- 
LOW  IN  POLITICAL  ECONOMY,  THE  HERITAGE  FOUNDATION 

Mr.  Mitchell.  Thank  you  very  much. 


I  can  vouch  for  what  Dr.  Rabushka  said.  He  has  been  more  than 
generous  in  taking  my  phone  calls  and  helping  me  wade  through 
some  of  these  issues. 

Madam  Chairwoman,  members  of  the  subcommittee,  I  do  appre- 
ciate the  opportunity  to  testify  on  this  very  important  issue.  My 
name  is  Dan  Mitchell.  I  am  the  McKenna  senior  fellow  in  political 
economy  in  the  Heritage  Foundation.  Of  course,  to  throw  out  the 
usual  disclaimer  that  the  views  that  I  express  here  are  my  own 
and  do  not  necessarily  reflect  the  views  of  the  Heritage  Foundation. 

The  current  Tax  Code  has,  in  my  view,  three  major  flaws:  First, 
marginal  tax  rates  are  too  high,  which  penalizes  productive  eco- 
nomic behavior — working,  saving,  investing,  risk-taking,  entrepre- 
neurship.  High  tax  rates  punish  all  of  those  things. 

The  Tax  Code  is  needlessly  complex.  That  is  clearly  problem 
number  two.  It  imposes  between  $150  and  $200  billion  of  compli- 
ance costs  on  the  economy.  That  is  above  and  beyond  the  dollars 
that  people  are  actually  sending  to  the  Government,  above  and  be- 
yond the  economic  costs.  Simply  the  cost  of  compliance. 

Third,  is  that  we  multiple-tax  capital  income  which,  of  course, 
has  the  effect,  as  Dr.  Rabusnka  pointed  out,  of  depressing  savings 
and  investment,  which  is  the  prerequisite  for  economic  gp'owth  and 
higher  wages. 

The  flat  tax,  specifically  the  Hall-Rabushka  proposal,  solves  all 
three  of  these  problems.  The  simple  low  rate,  19  percent — 17  per- 
cent in  Armey's  version — clearly  takes  away  some  of  the  penalties 
against  productive  behavior.  The  mindboggling  complexity  of  the 
current  Code  is  wiped  out  and  replaced  by  two  simple  postcard- 
sized  forms — one  for  individual  wage,  salary  and  pension  income 
and  the  other  for  business  income. 

Finally,  the  growth-stifling  multiple  taxation  of  savings  and  in- 
vestment is  done  away  with,  ensuring  that  all  income  is  taxed  but 
only  taxed  once. 

With  the  exception  of  tax  lawyers,  financial  planners,  account- 
ants, some  of  the  other  people  who  Dr.  Rabushka  mentioned,  I  can- 
not imagine  that  there  is  a  single  sector  of  the  economy  that  would 
not  benefit  from  a  flat  tax. 

Small  business  clearly  would  be  among  the  major  beneficiaries. 
In  particular,  I  see  some  of  the  following  features  of  a  Hall- 
Rabushka  svstem  as  being  especially  appealing  to  small  business: 

First,  is  the  elimination  of  tne  capital  gains  taxation  at  the  indi- 
vidual level.  Although  many  small  businesses  are  not  incorporated, 
they  can  still  be  subject  to  double  taxation  as  a  result  of  the  capital 
gains  tax.  Eliminating  this  tax  will  put  us  on  a  par  with  many  of 
our  major  trading  partners  and  make  it  easier  for  small  businesses 
to  attract  capital. 

Another  appealing  feature  is  the  elimination  of  the  estate  tax. 
Small  family  owned  businesses  can  be  devastated  by  the  estate  tax, 
which  confiscates  as  much  as  55  percent  of  the  value  of  an  estate 
over  $600,000.  This  is  clearly  nothing  but  a  second  level  of  taxation 
and  destroys  the  ability  of  many  entrepreneurs  to  pass  their  busi- 
nesses on  to  their  heirs. 

Simplicity.  Research  conducted  by  the  Tax  Foundation  has  found 
that  small  businesses  bear  disproportionately  high  costs  of  compli- 
ance compared  to  large  corporations.  As  a  matter  of  fact,  for  small 


businesses  with  a  million  dollars  of  assets  or  less,  the  compliance 
costs  are  382  percent  of  the  actual  revenues  generated  by  th;.  Grov- 
ernment.  Under  a  flat  tax  these  costs  would  fall  dramatically. 

Small  businesses  would  also  benefit,  of  course,  from  the  faster 
economic  growth  which  would  follow  the  enactment  of  a  flat  tax. 
As  a  matter  of  fact.  Professor  Dale  Jorgenson  of  Harvard  Univer- 
sity just  last  week  said  that  it  would  mean  $10,000  for  the  average 
family.  Professor  Kotlikoff  of  Boston  University  said  it  would  be  an 
18  percent  increase  in  wages  compared  to  the  current  system. 
Those  are  not  trivial  numbers;  and,  clearly,  small  business  would 
benefit  from  some  of  the  additional  consumer  spending  which 
would  follow  those  increases  in  consumer  well-being. 

The  flat  tax,  however,  is  not  a  free  lunch.  It  is  not  designed  to 
let  people  escape  from  taxes,  and  there  are  some  features  that 
would  not  be  greeted  with  enthusiasm  by  small  business.  But, 
nonetheless,  I  want  to  raise  them  because  I  think  that  all  the  ob- 
jections can  be  answered,  and  the  benefits  will  far  outweigh  the 
cost. 

Payroll  taxes  would  no  longer  be  deductible  tcy  the  employer. 
Some  small  businesses  would  see  this  as  an  added  burden;  but  al- 
most all  economists,  including  those  in  the  administration,  agree 
that  this  is  a  cost  that  is  borne  by  the  employee  anyhow  in  the  long 
run.  I  would  point  out  that  higher  wage  growth  under  a  flat  tax 
would  easily  offset  whatever  negative  effect  that  would  have  on  em- 
ployees. 

Another  thing  that  is  no  longer  deductible  are  fringe  benefits. 
Again,  this  may  be  a  small,  short-term  added  burden,  but  it  is  an 
issue  for  employees  because  most  small  businesses  will  tell  you 
that  when  they  give  an  employee  a  fringe  benefit  that  is  in  lieu  of 
wages.  One  of  the  things  that  we  will  probably  see  is  that  employ- 
ees and  employers  will  probably  negotiate  to  go  ahead  and  provide 
higher  cash  income  and  then  the  employee  will  decide  to  what  ex- 
tent they  want  to  use  it  for  health  clubs  and  health  insurance,  et 
cetera. 

The  only  possible  exception  that  I  can  see  to  that  is  because  of 
the  savings  of  gfroup  health  insurance  because  of  administrative 
costs,  employees  and  employers  might  bargain  to  maintain  that 
type  of  benefit. 

Finally,  there  are  certain  problems  that  are  going  to  exist  under 
any  tax  system,  and  they  will  not  disappear  under  a  flat  tax.  I 
imagine  the  IRS  is  going  to  continue  to  battle  with  small  busi- 
nesses over  what  is  a  personal  expense  and  what  is  a  business  ex- 
pense. 

Similarly,  I  cannot  imagine  the  complexities  of  what  is  a  home 
office  and  what  is  deductible  there  disappearing  under  a  flat  tax. 
No  tax  system  is  perfect,  but  the  flat  tax  gets  as  close  to  the  ideal 
as  you  can  possibility  get.  It  gets  Government  out  of  the  business 
of  penalizing  different  segments  of  the  economy,  it  dramatically 
lowers  the  cost  of  compliance,  and  it  reduces  penalties  on  working, 
savings  and  investment. 

Today  many  Americans  believe  that  Government  has  become  un- 
fair, intrusive  and  arbitrary.  Enactment  of  a  flat  tax  will  not  only 
give  the  economy  a  boost  but  would  alleviate  some  of  the  concerns 


by  replacing  the  Tax  Code  with  a  simple  and  fair  system  that 
treats  all  Americans  equally. 

Thank  you  very  much. 

Chairwoman  Smith.  Thank  you,  Mr.  Mitchell. 

[Mr.  Mitchell's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  I  would  like  to  say  that  at  this  time,  Mem- 
bers, you  have  10  minutes  left  to  vote.  We  will  go  on  with  the  panel 
discussion  although  we  are  going  to  have  votes.  So,  we  can  go 
ahead  and  take  testimony. 

TESTIMONY  OF  RAYMOND  J.  KEATING,  CHIEF  ECONOMIST, 
SMALL  BUSINESS  SURVIVAL  COMMITTEE 

Mr.  Keating.  Madam  Chairman  and  members  of  the  subcommit- 
tee, I  thank  you  for  inviting  me  here  today  to  discuss  the  flat  in- 
come tax  and  its  impact  on  the  small  business  entrepreneurial  sec- 
tor of  our  economy. 

My  name  is  Ray  Keating,  and  I  am  chief  economist  for  the  Small 
Business  Survival  Committee,  a  small  business  advocacy  organiza- 
tion with  over  40,000  members  across  the  Nation. 

I  might  add  also  that  I  am  coauthor  of  "DC  By  the  Numbers:  The 
State  of  Failure,"  but  I  do  not  remember  my  800  number  so  I  am 
at  somewhat  of  a  disadvantage. 

As  you  well  know,  entrepreneurs  drive  the  economy.  By  creating 
and  investing  in  new  businesses,  ideas  and  innovations  the  entre- 
preneur ensures  capitalism's  constant  renewal  and  growth.  While 
Government  can  assist  this  process  by  protecting  life  and  limb  and 
guaranteeing  property  rights,  for  example.  Government  unfortu- 
nately, more  often  than  not,  creates  obstacles  to  entrepreneur  ship 
and  economic  growth. 

Perhaps  the  most  formidable  of  the  many  obstacles  thrown  in  the 
path  of  entrepreneurs  during  this  century  has  been  the  U.S.  Fed- 
eral income  tax  code.  As  constituted  today,  the  Federal  income  tax 
system  amounts  to  a  convoluted  mess.  It  is  complicated,  inefficient, 
intrusive  and  serves  as  impediment  to  entrepreneurship,  invest- 
ment, economic  growth  and  job  creation. 

To  that  end,  it  should  come  as  no  surprise  that  the  great  debate 
on  overhauling  our  Nation's  tax  system  is  welcomed  with  open 
arms  by  our  Nation's  small  business  owners.  In  fact,  according  to 
a  recent  survey  the  Small  Business  Survival  Committee  and  the 
Luntz  Research  Companies  did  recently,  the  flat  tax  is  resonating 
very  favorably  with  the  small  business  entrepreneurial  sector.  I  be- 
lieve we  have  the  results  of  this  poll.  When  given  the  specifics  of 
Representative  Dick  Armey's  flat  tax  plan,  56  percent  of  respond- 
ents from  a  nationwide  survey  of  500  small  businesses  supported 
the  flat  tax,  while  36  percent  opposed  it. 

As  you  can  see,  the  intensity  of  support  is  interesting:  25  percent 
strongly  support  the  flat  tax,  31  percent  somewhat  support  it;  and, 
in  terms  of  opposition,  15  percent  of  small  business  respondents 
somewhat  oppose  and  21  percent  strongly  oppose  it. 

While  the  Small  Business  Survival  Committee  does  not  base  its 
)olicy  positions  on  surveys  and  polls,  I  provide  you  with  these  num- 
bers to  give  the  committee  a  sense  of  support  for  the  flat  tax  in  the 
Dusiness  community. 
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We  also  found  interesting  trends  in  our  survey  based  on  business 
size  and  geographic  location.  In  terms  of — the  larger  the  business, 
the  ^eater  was  the  intensity  of  the  support.  That  strongly  support 
portion  actually  grew  as  we  approached  the  500  employee  business 
level. 

In  terms  of  geographic  location,  businesses  in  the  mid-Atlantic, 
Southern  and  Western  States  were  more  favorable  to  a  flat  tax, 
while  respondents  in  New  England,  the  Midwest,  rust  belt  and  Pa- 
cific Coast  States  registered  a  greater  intensity  of  opposition. 

Please  note,  however,  that  across  all  categories  of  business  size 
and  location  support  was  strong  for  a  flat  tax.  Let  me  add  again 
that  we  outlined  the  flat  tax  proposal  for  each  participant. 

In  the  accompanying  Small  Business  Survival  Foundation 
study — which  I  believe  you  have  a  copy  of  it.  I  would  like  to  ask 
that  it  be  put  into  the  record — I  outlined  some  basic  criteria  for  a 
sound  tax  system. 

[Charts  illustrating  this  data  and  the  study  may  be  found  in  the 
appendix  following  Mr.  Keating[s  statement] 

Mr.  Keating.  Again,  these  will  be  put  up  on  the  following  board, 
but  I  would  like  to  run  through  them  rather  quickly. 

Low  flat  tax  rate  to  promote  economic  growth.  The  lower  and 
more  proportional  or  flatter  the  tax  rate  system,  the  better.  A  flat 
tax  is  a  fair  system  as  individuals  and  businesses  pay  taxes  in  pro- 
portion to  the  income  they  earn.  More  importantly,  a  low  flat  tax 
rate  creates  far  fewer  disincentives  for  working,  investing  and  risk 
taking  than  does  a  system  of  steeply  progressive  tax  rates. 

No  taxation  of  capital.  Taxing  returns  on  investment  and  savings 
makes  absolutely  no  economic  sense,  and  it  also  amounts  to  double 
taxation  and  essentially  a  levy  on  economic  growth. 

The  inflation  factor.  The  detrimental  effects  of  inflation  should  be 
factored  into  any  tax  system's  design. 

Of  course,  clarity.  The  clearer  the  tax  system  the  better.  It 
should  be  apparent  how  much  is  owed  and  who  is  paying  and  when 
the  tax  is  being  paid.  That  goes  back  to  Adam  Smith  in  the  late 
18th  century. 

Simplicity.  Tax  payments  should  be  made  as  easy  and  as  simple 
as  possible  for  the  taxpayer  without  any  loss  of  clarity. 

Of  course,  limited  bureaucracy  and  intrusiveness.  The  fewer  tax 
collectors  and  the  more  limited  their  powers  the  better. 

Also  we  want  to  see  a  minimization  of  incentives  for  tax  avoid- 
ance, and  that  ties  in  clearly  to  making  tax  rates  as  low  and  flat 
as  possible  and  the  system  as  simple  as  possible. 

Tax  systems  should  provide  no  additional  boost  to  Government 
spending. 

When  you  look  at  our  current  tax  system,  it  scores  miserably 
based  on  all  of  these  criteria.  Current  tax  rates  are  high  and  pro- 
gressive, punishing  work,  success  and  the  economy. 

Capital  is  taxed,  including  interest  from  savings,  dividends  and 
capital  gains. 

In  terms  of  the  inflation  factor,  the  current  system  is  split.  On 
the  positive  side,  tax  rates  are  indexed  so  that  merely  inflationary 
increases  in  income  no  longer  push  taxpayers  into  higher  brackets; 
but,  on  the  negative  side,  capital  gains  are  not  indexed  for  infla- 
tion, and  the  real  tax  rate  on  capital  gains  is  much  higher  than  the 


stated  rate  of  28  percent.  In  fact,  investors  can  pay  taxes  on  real 
losses. 

Withholding  and  corporate  taxation  make  the  current  system 
murky  as  to  who  is  paying  taxes,  when  and  how  much. 

As  for  simplicity,  in  the  accompanying  paper  I  outline  just  a 
handful  of  our  current  system's  many  costs  and  complexities.  Suf- 
fice it  to  say  here  that  I  have  never  met  anyone  claiming  that  our 
current  income  tax  system  was  simple. 

Few,  if  anyone,  also  claim  that  our  system  allows  for  a  small  tax 
collection  bureaucracy  or  limited  Government  intrusiveness  into 
private  financial  affairs  of  citizens. 

Again,  due  to  high  rates  and  tax  law  complexities,  there  are  sig- 
nificant incentives  for  tax  avoidance  and  evasion. 

Finally,  the  income  tax,  especially  one  with  high  progressive 
rates,  has  always  acted  as  high  octane  fuel  for  Government  expan- 
sion. 

To  the  contrary,  a  low-flat  income  tax  scores  very  well  according 
to  these  criteria  that  we  have  here. 

As  currently  debated,  a  flat  tax  system  would  impose  a  rate 
about  17  percent  on  all  income  above  a  certain  level,  the  lowest 
level  since  World  War  I.  Capital  would  not  be  taxed.  Interest  on 
savings,  dividends,  and  capital  gains  would  not  be  taxed. 

Also,  there  would  be  few  incentives  for  the  Government  to  inflate 
under  the  current  flat  tax  plans  that  are  being  proposed.  The  elimi- 
nation of  withholding,  as  is  the  case  with  Representative  Armey's 
plan,  would  be  a  big  boost  to  exposing  the  cost  of  Government  and 
how  much  people  are  paying  in  their  taxes. 

I  see  the  yellow  light  is  on,  so  I  will  accelerate  my  remarks. 

Tax  compliance  costs  would  plummet  for  small  business  and  indi- 
viduals. The  IRS  bureaucracy  could  be  downsized  greatly.  Unfortu- 
nately, it  is  still  going  to  be  there,  nosing  around.  The  combination 
of  a  low  rate  and  elimination  of  deductions  should  essentially  limit 
incentives  for  tax  avoidance  and  evasion. 

When  it  comes  to  Government  spending  it  will  be  a  vast  improve- 
ment over  the  current  system.  There  are  very  few  incentives  for  the 
Government  to  increase  spending — it  becomes  much  clearer  what 
the  true  cost  of  Grovemment  is  under  a  flat-tax  system. 

I  will  jump  to  the  end. 

My  closing  remark  would  be,  push  the  rate  as  low  as  you  pos- 
sibly can.  I  have  always  thought  a  10  percent  rate  actually  has  a 
nice  ring  to  it.  I  will  close  with  that.  Thank  you  very  much.  Any- 
thing we  can  do  at  the  Small  Business  Survival  Committee  to  help 
you  out  we  will  gladly  do. 

Chairwoman  Smith.  Thank  you.  We  will  take  you  up  on  that. 

[Mr.  Keating's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Mr.  Rahn. 

TESTIMONY  OF  RICHARD  W.  RAHN,  BUSINESS  LEADERSHIP 

COUNCIL 

Mr.  Rahn.  Thank  you  very  much.  I  appreciate  the  opportunity  to 
testify  here  today  on  the  flat  tax. 

I  am  chairman  of  the  board  of  directors  of  the  Business  Leader- 
ship Council,  and  I  am  testifying  on  behalf  of  the  council,  and  I  do 
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represent  the  views  of  the  council,  which  is  the  advantage  of  being 
a  501(c)(6)  as  opposed  to  a  501(c)(3). 

I  am  also  president  of  the  Novecon  companies,  and  we  have  joint 
ventures  in  the  former  Soviet  Union  and  Eastern  Europe. 

Most  thoughtful  observers  understand  the  present  income  tax 
system  is  increasingly  dysfunctional  and  must  be  replaced.  The  ris- 
ing complexity  and  cost  of  management  and  compliance  with  the 
existing  tax  system  have  made  it  not  only  unfair  but  increasingly 
uneconomic. 

The  present  income  tax  system  is  strongly  biased  against  produc- 
tive savings  and  investment,  which,  in  turn,  has  sharply  reduced 
our  rate  of  capital  formation  and  investment  and  hence  the  stand- 
ard of  living  for  most  Americans.  New  technology  such  as  electronic 
money  and  the  smart  card  will  make  the  existing  tax  system  in- 
creasingly easy  to  escape  for  those  who  so  choose. 

Finally,  the  existing  system  is  intrusive,  subject  to,  and  all  too 
often  abused  by.  Government  officials,  and  is  not  compatible  with 
a  free  society  in  which  citizens  should  be  considered  innocent  until 
proven  guilty  and  not  have  to  fear  their  own  Grovernm«nt. 

From  the  end  of  World  War  II  to  the  late  1970's,  it  was  a  com- 
mon belief  that  our  economic  and  social  ills  could  be  cured  by  in- 
creasing the  role  of  Government.  As  a  result,  the  Government  grew 
larger  in  both  absolute  and  relative  terms,  not  only  in  the  United 
States  but  in  most  of  the  rest  of  the  world. 

Fair-minded  people  increasingly  understood  that  the  Kejmesian 
economists  were  wrong  and  that  distinguished  economists  such  as 
Frederick  von  Hayek  and  Milton  Friedman  had  a  better  under- 
standing of  how  the  economy  operates  and  better  prescriptive  solu- 
tions. They  taught  us  that  beyond  a  certain  point  increasing  taxes 
and  spending  and  Government  regulations  did  more  to  reduce  the 
social  welfare  than  to  increase  it. 

The  result  has  been  that  Grovernment  taxation  and  spending 
have  not  grown  relatively  over  the  past  10  years,  although  regula- 
tion has  continued  to  grow  both  in  relative  and  actual  terms. 

I  have  charts  in  the  back  of  my  testimony  that  you  may  wish  to 
refer  to,  that  shows  that  Government  spending  is  far  beyond  the 
optimal  size,  and  if  we  are  going  to  improve  the  situation  we  need 
to  reduce  the  size. 

The  Rabushka/Armey  tax  has  many  advantages  over  the  existing 
tax  system.  The  main  advantage,  as  you  have  heard  here  this 
morning,  is  it  eliminates  double  taxation  of  savings  and  invest- 
ment; greatly  reduces  disincentives  for  productive  economic  activity 
because  of  its  rate  reduction;  greatly  reduces  the  time  and  cost  of 
compliance  because  of  simplicity;  and  would  be  perceived  from  a 
political  standpoint  as  being  fairer  because  of  its  flat  rate;  and 
would  be  highly  progressive  because  of  its  large  exemption  of  shift- 
ing of  the  tax  burden  to  the  owners  of  businesses. 

All  of  the  above  would  cause  the  economy  to  grow  much  more 
rapidly,  thus  bettering  the  lives  of  the  great  majority  of  people, 
particularly  low  income  people. 

By  reducing  marginal  tax  rates  and  greatly  simplifying  the  tax 
system  for  most  small  business  taxpayers,  the  flat  rate  will  signifi- 
cantly reduce  the  existing  tax  bias  against  work,  savings  and  in- 
vestment. This  will,  in  turn,  increase  the  rate  of  economic  growth 
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and,  other  things  being  equal,  reduce  poverty  and  increase  the 
well-being  of  most  Americans. 

The  flat  tax  should  reduce  the  tax  burden  for  small  businesses, 
but  there  are  many  exceptions.  I  think  we  have  to  focus  a  bit  on 
the  transition  problems.  That  is  what  I  would  like  to  discuss  in  the 
remaining  couple  of  minutes. 

It  could  have  unintended  consequences  for  some  types  of  busi- 
nesses, particularly  during  the  transition.  The  flat  tax  relies  on 
several  accounting  devices  and  mathematical  equivalences  at  the 
business  level  in  an  effort  to  incorporate  the  entire  economic  value 
of  the  wage  bill  into  the  income  tax  base. 

The  objective  is  to  leave  businesses  as  shells  through  which  all 
tax  consequences  flow  to  individual  workers  and  owners.  Dr. 
Rabushka  and  the  others  who  have  spent  much  time  developing 
this,  have  a  general  notion  of  how  much  a  simulated  consumption 
tax  will  affect  business,  but  there  needs  to  be  more  examination  of 
what  the  general  notion  will  mean  in  specific  cases. 

As  a  general  proposition,  expanding  businesses  will  do  better 
under  a  flat  tax  and  contracting  businesses  will  do  worse.  Capital- 
intensive  manufacturing  companies  will  tend  to  benefit  fi*om  a  flat 
tax.  But  what  about  the  labor-intensive  information  service  sector 
firms? 

In  considering  these  questions  it  becomes  apparent  that  in  the 
process  of  so  completely  altering  the  tax  base  the  flat  tax  will 
produce  wild  swings  in  tax  liability  among  taxpayers.  Most  unset- 
tling to  business  owners  is  that  divergence  that  will  emerge  be- 
tween the  tax  base  of  a  business  under  the  flat  tax  and  the  gen- 
erally accepted  accounting  concept  of  net  profit  and  loss. 

In  some  instances,  it  appears  that  the  flat  tax  drives  a  wedge  be- 
tween profits  and  taxable  income  and  consequently  may  impose 
quite  large  taxes  on  liabilities  on  marginally  profitable  firms  or 
even  on  firms  that  are  operating  at  a  loss.  I  have  a  detailed  exam- 
ple in  my  testimony  which  you  might  want  to  review. 

Now,  these  problems  can  be  taken  care  of  First  of  all,  the  rate 
needs  to  be  reduced,  I  would  say,  to  no  more  than  15  percent.  Be- 
cause if  you  measure  the  response  properly,  using  dynamic  revenue 
estimates,  that  would  clearly  provide  enough  revenue.  Actually,  as 
to  Mr.  Keating's  suggestion  of  10  percent,  I  think  all  of  us  here  at 
the  panel  would  look  at  that  as  an  ideal. 

But  during  the  transition  I  think  we  have  to  allow  adequate  time 
before  removing  all  the  deductions  for  Grovernment-imposed  taxes 
such  as  payroll  taxes,  unemployment  taxes,  workmen's  compensa- 
tion, license  fees  and  property  taxes  and  even  interest  paid  to  fi- 
nancial institutions. 

I  understand  the  reasons  that  Dr.  Rabushka  made  these  rec- 
ommendations, and  I  agree  with  the  underlying  reasons.  But  in 
order  to  gain  both  the  political  support  and  make  sure  that  we 
have  fairness  during  a  transition  period  we  have  to  carefully  con- 
sider how  we  would  do  this  and  have  that  worked  out  before  it  is 
implemented. 

Finally,  under  any  of  these  modifications,  the  IRS  must  be  cur- 
tailed. You  have  heard  enough  about  IRS  abuses.  Again,  with  the 
end  of  the  cold  war,  I  do  not  see  how  we  can  continue  to  have  a 
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totalitarian  organization  like  the  IRS  continue  to  operate  as  they 
are.  I  thank  you  for  allowing  me  to  be  here  today. 

Chairwoman  Smith.  Well,  thank  you. 

[Mr.  Rahn's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  We  are  going  to  go  to  testimony.  I  realize — 
or  to  questions.  Dr.  Rabushka  has  to  testify  in  the  Senate  right 
away,  so  what  I  would  like  to  do  is  ask  him  a  question  and  then 
limit  our  questions.  But  we  would  like  to  ask  you  a  few. 

First  of  all,  I  am  not  sure  entirely  how  a  nonincorporated  busi- 
ness would  be  taxed,  and  I  have  got  this  written  out  just  to  make 
sure  that  I  am  clear.  I  have  worked  out  a  lot  of  scenarios,  and 
there  are  some  that  I  am  not  sure  of. 

With  the  integration  of  personal  and  business  income,  would  the 
owners  of  these  businesses  be  able  to  choose  whether  or  not  to  pay 
themselves  a  salary  on  an  annual  basis  as  you  propose  in  the  Sally 
Vendez  example  on  page  68  of  your  book?  Is  this  sound  tax  policy? 

If  so,  how  could  we  keep  the  IRS  from  recharacterizing  the  in- 
come of  small  businesses  as  either  personal  or  business  income,  de- 
pending on  the  scenario,  to  maximize  Federal  taxes?  This  is  prob- 
ably a  problem  with  subchapter  S  corporations  under  the  current 
system. 

Dr.  Rabushka.  I  always  carry  around  my  Contract  With  Amer- 
ica, which  is  my  two  laminated  postcards,  which  is  the  entire  U.S. 
Tax  Code  under  the  Hall-Rabushka  plan;  and  I  carry  them  around 
because  it  is  a  very  good  way  to  walk  somebody  through  the  sys- 
tem. 

The  answer  to  your  question  is,  I  think,  easily  followed  through. 
First  of  all,  there  is  no  difference  whatsoever  between  the  tax  treat- 
ment of  incorporated  or  unincorporated  business.  Business  is  busi- 
ness. 

Now,  what  we  do  from  the  standpoint  of  taxing  business  cash 
flow  after  expenses  and  after  investment  outlays  is  allow  the  busi- 
ness to  deduct  its  wage  costs.  If  your  only  source  of  income  would 
be  a  salary,  you  could  pay  yourself  from  it.  You  would  want  to  pay 
yourself  a  salarv  at  least  up  to  the  amount  of  your  household  allow- 
ance to  get  the  oenefits  of  the  progressivity. 

Chairwoman  Smith.  So  you  file  two  tax  returns? 

Dr.  Rabushka.  Correct.  Unless,  for  example,  you  are  married, 
are  filing  jointly,  and  your  spouse  is  salaried  and  has  taken  up  the 
full  benefit.  Then  it  would  not  be  necessary. 

In  other  words,  you  could,  as  a  businessperson,  file  the  business 
tax  and  no  more,  and  you  could  choose  to  give  up  the  personal  al- 
lowance. Or  you  could  transfer  to  yourself  exactly  the  amount  of 
money  up  to  the  personal  allowance,  depending  on  your  family  con- 
dition, and  report  that  on  the  wage  tax. 

There  is  no  particular  incentive  for  you  to  transfer  any  more  be- 
cause they  are  both  taxed  at  the  same  19  percent  rate  or  17  per- 
cent as  under  other  plans.  All  business  is  treated  equally.  The  tax 
rate  is  exactly  the  same. 

By  the  way,  as  a  mild  admonition  to  Members  of  Congress  who 
are  soon  no  doubt  going  to  propose  a  flat  tax  with  two  rates,  let 
me  then  tell  you,  you  cannot  administer  it.  The  reason  you  cannot 
administer  it  is  precisely  because  the  tax  rate  that  individuals  will 
pay,  is  not  the  same  rate  as  businesses  will  pay  and  then  you  go 
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to  all  the  matching  problems  that  accrue  in  tracing  all  the  income 
flows.  By  having  a  flat  rate,  it  just  doesn't  matter  how  you  shift 
this  income;  it  is  all  subject  to  exactly  the  same  tax  rate. 

Chairwoman  Smith.  There  is  no  benefit  to  shifting? 

Dr.  Rabushka.  Only  up  to  the  level  of  the  personal  allowance  to 
give  yourself  that  benefit. 

Chairwoman  Smith.  I  have  a  dozen  questions,  but  this  is  just  the 
beginning  of  this. 

Again  I  apologize,  this  is  the  kind  of  day  that  you  hope  will  never 
happen  where  you  are  voting  on  the  budget  the  same  day.  With 
some  Members  needing  to  leave  while  you  were  testifying,  I  do 
apologize  for  that.  This  is  the  only  way  that  this  hearing  could 
come  together  and  you  could  get  to  go  where  you  need  to  be  after 
this.  We  will  have  you  back  if  you  would.  We  would  appreciate 
that. 

Mr.  Metcalf. 

Mr.  Metcalf.  Thank  you  very  much.  Madam  Chairman. 

You  mentioned — to  Mr.  Rahn,  you  mention  in  your  testimony 
that  death  and  taxes  are  among  life's  certainties,  and  I  guess  the 
thing  I  heard  about  that  is,  yeah,  but  death  doesn't  get  worse  every 
time  Congress  meets. 

Now  maybe  we  are  going  in  a  different  direction.  Maybe  we  are 
going  to  set  a  new  course  here  and  even  taxes  might  get  better. 

Seriously,  I  think  you  mentioned — and  I  was  not  nere  for  all  of 
your  testimony — but  what  small  businesses  might  do  less  well  or 
less  well  in  comparison  with  other  businesses  under  a  flat  tax? 

Dr.  Rahn.  First,  of  course,  the  advantage  of  death  is  that  most 
people  only  experience  that  once,  unlike  taxes.  At  least  the  flat  tax 
could  maybe  bring  you  down  to  not  repeating  the  tax  burden. 

The  example  I  gave  in  the  testimony,  is  a  restaurant,  and  we  had 
some  data  on  some  restaurants  where  the  business  itself  is  not 
really  growing,  which  is  typical  of  many  restaurants.  They  have  a 
fairly  high  wage  bill  and  have  some  indebtedness  which  they  were 
paying  interest  on  the  debt  and  were  paying  substantial  payroll 
taxes,  unemployment  compensation,  workman's  comp  and  other  li- 
censes and  fees  and,  in  this  case,  as  I  have  gone  through  the  nu- 
merical example,  could  have  a  big  increase  in  their  tax  liabilities. 
This  would  happen,  in  many  service  sector  cases. 

Now,  without  putting  words  in  Dr.  Rabushka's  or  Mr.  Mitchell's 
mouth,  I  know  they  say  over  time  there  will  be  an  adjustment. 
Clearly,  interest  rates  are  likely  to  fall.  That  becomes  less  of  a 
problem.  The  employee  benefits  will  be  eventually  shifted  into  an 
increake  in  wages  for  the  employees.  So,  some  of  these  problems 
are  taken  care  of. 

The  tax  problem  remains  there.  Again,  if  you  have  an  adequate 
transition  time,  you  can  do  this  without  too  much  hardship.  But  I 
do  worry  about  shocks.  I  have  been  involved  in  tax  bills  in  this 
town  for  more  than  20  years,  and  I  know  at  times  we  have  had  un- 
intended consequences  and  some  shocks  that  none  of  the  Members 
of  Congress  and  those  of  us  who  were  making  recommendations  on 
the  outside  had  fully  expected. 

Mr.  Metcalf.  Just  a  little  follow-up  on  something  that  you  said 
there.  You  said  that  interest  rates,  in  your  opinion,  may  be  likely 
to  decline  in  the  near  term? 
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Dr.  Rahn.  Well,  if  you  have  higher  rates  of  economic  growth  and 
better  utilization  of  resources,  we  should  be  able  to — start  off  with 
better  utilization  of  resources  which  will  lead  to  higher  rates  of  eco- 
nomic growth  with  any  given  monetary  policy,  and  inflation  should 
fall. 

Inflation  is  really  determined  by  our  monetary  policy.  The  reason 
we  cannot  grow  faster  now  with  a  given  monetary  policy  is  because 
of  all  the  tax  and  regulatory  impediments  the  Congress  has  im- 
posed on  us.  There  is  no  reason  that  we  cannot  have  growth  rates 
of  6  percent  or  more. 

Again,  my  chart  at  the  back  shows  what  we  would  likely  have 
if  we  could  keep  Government  down  to  22  percent  of  GDP.  The  rea- 
son we  have  slower  economic  growth  is  because  of  the  tax  and  reg- 
ulatory impediments,  and  I  think  the  Fed  has  been  doing  a  good 
job  keeping  down  rates  and  inflation. 

Mr.  Metcalf.  It  is  my  opinion  that  interest  rate  rises  in  the  last 
year  were  more  related  to  the  need  to  encourage  foreign  nations 
and  people  to  buy  our  debt  than  it  was  relative  to  the  fact  that  in- 
flation was  really  moving.  In  other  words,  interest  rates  I  think  are 
more  driven  by  that.  That  is  just  a  personal  opinion. 

Dr.  Rahn.  You  are  right.  But,  see,  the  reason  for  that  is  because 
our  rate  of  capital  formation  is  so  low  because  we  tax  savings  and 
investment  much  more  highly  than  virtually  any  other  country  in 
the  world.  So,  people  who  are  against  the  trade  deficit  don't  realize 
that  the  reason  we  have  that  is  to  import  capital. 

If  we  are  serious  about  wanting  to  get  down  the  trade  deficit 
then  we  have  to  reduce  the  tax  burden  on  interest,  dividends  and 
capital  gains;  and  the  flat  tax,  of  course,  is  one  method  of  doing 
that. 

Chairwoman  Smith.  Thank  you.  Any  additional  questions  do 
need  to  be  asked  of  Dr.  Rabushka  so  he  can  leave  and  then  we  will 
go  on  and  you  will  be  able  to  ask  additional  questions  of  the  panel. 

Mr.  Souder. 

Mr.  Souder.  I  am  sorry.  I  was  not  here,  so  I  have  missed  some 
of  this.  I  have  some  concerns  on  the  business  tax  side,  not  being 
an  expert  on  this,  but  let  me  run  this  by  you.  As  I  have  seen  the 
flat  card,  it  has  the  revenues  minus  the  costs  of  goods  sold  to  reach 
the  income. 

I  was  in  the  furniture  retailing  business  for  many  years.  Adver- 
tising expense  would  no  longer  oeing  deductible?  Is  that  true  or 
not?  Is  that  a  cost  of  goods  sold? 

Dr.  Rabushka.  Line  2(a)  says  that  purchases  of  goods,  services 
and  materials  are  deductible,  in  the  back  of  our  book,  and  when  I 
leave,  I  will  leave  you  a  couple  more  copies  of  the  book.  Any  legiti- 
mate cost  of  doing  business  that  is  in  the  production  of  income 
would  be  deductible. 

By  the  way,  we  are  going  to  give  a  full  deduction  of  business 
meals  and  entertainment  and  any  of  these  other  costs.  The  reason 
we  can  do  it  is  because  the  low  tax  rate  is  a  self-policing  mecha- 
nism. Corporate  treasurers  and  owners  are  not  going  to  stand  by 
and  watch  revenues  depleted  for  a  19  percent  subsidy  in  something 
that  is  a  marginal  business  expense. 

Basically,  any  expense  in  the  cost  of  business  would  be  an  appro 
priate  write-off.  We  classified  all  deductions  in  three  lines:  One 
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would  be  the  purchases  of  goods,  services,  and  materials,  and  that 
is  more  broadly  defined  than  just  those  three  words.  The  second 
would  be  wage,  salary  and  pension  payments,  and  that  is  captured 
on  the  individual  wage  form.  The  third  would  be  purchases  of  cap- 
ital equipment,  structures,  and  land,  and  that  is  to  take  care  of 
anything  that  falls  within  the  investment  outlay  category. 

So  our  view  is  that  because  the  rate  is  low,  it  is  not  going  to  be 
necessary  to  get  into  all  the  kinds  of  definitions  that  have  evolved 
over  time,  which  starts  dividing  up  in  fractional  proportions  what 
is  an  allowable  or  not  allowable  business  expense.  We  are  going  to 
let  the  business  make  that  judgment. 

Mr.  SouDER.  How  would  home  businesses  be  treated  under  this? 
Would  that  be  treated  under  two  separate  things  or  personal? 

Dr.  Rabushka.  I  mentioned  earlier  to  the  Chairwoman  that  there 
is  no  difference  in  the  treatment  of  any  form  of  business,  from  Gen- 
eral Motors  down  to  your  operating-out-of-your-study.  Basically, 
you  would  report  your  gross  revenues  from  sales.  You  would  write 
off  your  appropriate  expenses.  In  the  case  of  a  house,  that  would 
be  the  proportion  which  is  applied  to  business  activities,  and  then 
you  would  pay  19  percent  on  the  difference. 

If  you  paid  yourself  a  salary,  that  would  be  tax  exempt  up  to  the 
limit  of  the  allowance  you,  depending  on  your  household  cir- 
cumstances, were  allowea.  But  it  is  an  important  point  to  under- 
stand that  the  distinction  between  corporate  and  unincorporated 
business  in  the  flat  tax  is  simply  a  legal  distinction  because  of  lim- 
ited liability,  publicly  listing  shares  and  other  advantages.  There  is 
no  conceptual  difference  in  the  tax  treatment  of  an  incorporated 
from  an  unincorporated  business. 

Mr.  SouDER.  In  these  proposals,  the  general  statement  is  that 
the  net  income  taxes  on  individuals  supposedly  are  going  to  go 
down.  Does  that  mean  that  the  business  taxes  are  going  to  go  up? 

Dr.  Rabushka.  Today,  we  tax  a  portion  of  business  income 
through  the  corporation  and  a  portion  of  business  income  through 
personal  returns  in  Schedules  C,  D,  G,  F,  H,  and  so  forth. 

By  the  way,  as  part  of  that,  roughly  half  of  all  business  income 
never  shows  up  on  anybody's  tax  returns.  So,  part  of  the  problem 
is  that  we  narrow  the  tax  base  by  trying  to  tax  income  in  the  hands 
of  recipients,  not  at  the  source  of  business  activity. 

When  you  switch  to  a  taxation-at-source  system,  that  is  the  basis 
for  broadening  the  tax  base  considerably,  and  the  redefined  portion 
of  tax  would  rise.  The  portion  of  tax  on  wages  and  salaries  would 
fall.  That  has  some  very  attractive  features  in  many  respects. 

When  I  say  that  the  tax  on  business  rises,  I  don  t  want  to  fright- 
en you  by  saying  business  is  suddenly  going  to  face  this  huge  tax 
burden.  What  is  going  to  happen  is,  in  exchange  for  the  recomposi- 
tion  of  the  tax  burden  away  fi-om  labor  toward  business,  that  is 
going  to  be  offset  substantially  by  getting  rid  of  all  double  taxes  on 
business  income  by  getting  the  rate  down,  by  having  an  expensing 
provision  for  investment,  and  by  dramatically  improving  the  entire 
business  climate  that  would  serve  small,  medium  and  large  busi- 
ness. I  think  that  is  the  appropriate  way  to  design  a  Tax  Code. 

Mr.  SouDER.  Dr.  Rahn  had  in  his  testimony  an  example  about 
a  restaurant,  and  I  have  heard  that  from  some  farmers  as  well.  Do 
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you  think  in  the  changing  of  the  Subchapter  S  will  result  in  a  dra- 
matic tax  increase? 

Dr.  Rabushka.  I  am  always  ver^  nervous  about  hearing  a  gen- 
eral story  and  then  reading  a  particular  anecdote  of  an  example  of 
the  rejection  of  the  general  story.  I  am  sure  there  are  those  cases. 
Are  they  1,  2,  5,  10,  or  50  percent  of  the  case  of  business  in  Amer- 
ica? I  am  not  sure.  I  suspect  they  are  a  very  small  share. 

But  I  do  want  to  agree  with  what  Dr.  Rahn  said  about  transition 
rules.  One  of  the  reasons  we  have  written  three  versions  of  our 
book,  and  the  most  recent  one  being  released  last  March,  is  to  put 
into  the  book  examples  of  transition  rules  that  the  Congress  should 
specifically  take  into  account  when  it  deals  with  such  issues  as  un- 
used business  depreciation  that  would  be  available  to  you  and  you 
might  lose.  Or  how  to  treat  the  home  mortgage  interest  in  a  way 
that  would  make  people  more  comfortable  who  are  not  persuaded 
by  our  interest  rate  reduction  argument. 

There  are  other  transition  rules,  like  the  alternative  minimum 
tax  which  is  an  advanced  tax  payment  as  it  were;  and  to  lose  that 
would  be  improper.  It  is  important  to  distinguish  the  end  result  of 
where  you  want  to  be  when  you  have  a  well-designed  tax  system 
and  not  confuse  it  with  transition  problems  so  that  you  never  get 
there. 

I,  for  one,  am  in  the  process  of  assembling  a  transition  file  and 
would  certainly  be  delighted  to  make  that  available  to  Members  of 
Congress  who  would  worry  about  transition  issues.  But  I  regard 
these  as  transition  issues. 

I  believe  in  the  final  outturn,  because  I  think  Dr.  Rahn  agrees 
and  everyone  else  from  the  small  business  community  agrees,  the 
higher  growth  in  the  economy  and  the  higher  revenues  of  all  busi- 
nesses will  in  a  few  years  swamp  any  immediate  change  in  their 
immediate  tax  treatment.  That  would  oe  to  your  disadvantage. 

So  that,  at  most,  in  the  winners  and  losers  being  shuffled  around 
it  would  be  an  interim  transition  period,  and  a  few  years  down  the 
road  everybody  would  come  out  substantially  ahead. 

In  no  tax  change  in  modern  history  that  I  know  of,  short  of  times 
in  history  where  they  repealed  taxes  altogether,  there  are  always 
winners  and  losers.  But  the  issue  is  whether  or  not  the  winners 
overwhelm  the  number  of  losers  and  what  you  can  do  to  ease  the 
problems  for  those  people  who  have  been  aggressive  users  of  exist- 
ing provisions  in  the  Code  and  who  might  not  do  as  well  when  you 
make  that  transition.  So,  I  am  sensitive  to  it. 

Mr.  SOUDER.  If  I  could  make  one  last  comment.  I  am  looking  for- 
ward to  reading  the  transcript. 

Dr.  Rabushka.  I  will  leave  one 

Mr.  SouDER.  At  almost  every  town  meeting,  I  had  one  business- 
man saying  do  the  flat  tax  or  a  consumption  tax  variation.  But  in 
our  district,  where  it  has  been  debated  a  little  more,  we  are  start- 
ing to  get  the  second  arg^ument,  particularly  from  older  business- 
men who  have  set  up  their  retirements  or  who  set  up  those  depre- 
ciation schedules  and  they  are  now  locked.  We  do  have  to  address 
that.  The  Members  who  get  too  far  out  in  front  are  going  to  get 
hammered  by  that. 

Dr.  Rabushka.  We  have  written  a  whole  section  in  the  book  to 
deal  with  transition  issues.  The  Congress  could  choose  a  range  in 
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between.  I  have  yet  to  encounter  a  businessman  who  is  not  satis- 
fied with  those  choices  on  the  transition  rules  for  unused  deprecia- 
tion. The  dollar  value  of  that  overwhelms  and  swamps  every  other 
transition  issue  that  one  can  add  up. 

Chairwoman  Smith.  Thank  you,  Dr.  Rabushka.  We  have  to  let 
him  go  to  the  Senate,  unless  there  is  a  burning  question. 

Dr.  Rabushka.  Can  I  bring  you  up  a  couple  of  copies? 

Chairwoman  Smith.  We  would  love  any  that  you  have.  I  already 
have  members  on  the  subcommittee  that  would  love  to  read  it. 
Thank  you. 

Dr.  Rabushka.  First  come,  first  served. 

Chairwoman  Smith.  I  have — for  the  Members,  I  have  read  the 
book.  Most  of  the  basic  arguments— and  his  conclusions  might  dif- 
fer with  yours,  I  don't  know — ^but  the  basic  arguments  surrounding 
the  debate,  the  economic  debate,  are  in  there.  It  covers  transition. 
It  needs  to  go  further,  in  my  mind,  with  transition,  but  it  certainly 
gives  you  a  base  for  the  original.  It  also  gives  you  a  base  for  Mr. 
Armey's  or  Mr.  Specter's  plans. 

Witn  that,  I  would  still  like  to  ask  a  couple  of  questions.  I  had 
a  little  time  left  there  on  my  time  so  I  would  like  to  ask  Mr.  Mitch- 
ell— and  I  will  just  read  it.  Maybe  that  is  an  easier  way  to  do  it. 
I  am  afraid  I  will  get  the  questions  turned  around. 

Do  you  believe  that  growth  in  the  economy  and  in  entrepreneur- 
ial incentives  and  opportunities,  combined  with  a  drastic  reduction 
in  their  compliance  costs,  offset  any  possible  detriment  to  some 
small  businesses — such  as  a  slight  increase  in  the  effective  tax 
rates  of  some  small  enterprises — as  a  result  of  the  flat  tax? 

Because  I  have  people  running  actual  business  tax  returns,  ac- 
tual real  scenarios.  There  is  a  real  winner/loser  issue  here.  So, 
have  you  looked  at  a  lot  of  those? 

Mr.  Mitchell.  Well,  I  think  the  point  Dr.  Rabushka  made  about 
differentiating  between  where  we  want  to  be  10  years  down  the 
road  with  whatever  the  transition  issues  are  in  between  that  is,  ob- 
viously, critical. 

So  the  political  process,  I  assume,  will  give  us  transition  rules 
that  will  take  care  of  the  vast  majority  of  mose  problems.  At  least 
I  would  assume  so.  Otherwise,  the  support  for  the  flat  tax  would 
begin  to  wither  away. 

In  terms  of  10  years  down  the  road  when  all  the  transition  rules 
presumably  have  been  used  up  and  taken  care  of,  I  cannot  imagine 
that  there  would  be  a  segment  of  the  economy,  outside  of  maybe 
tax  lobbyists,  that  would  be  adversely  effected. 

If  Professor  Jorgenson,  the  chairman  of  the  Harvard  Economics 
Department,  or  if  Professor  Dr.  Kotlikoff  in  Boston — and  presum- 
ably those  are  not  exactly  hotbeds  of  right-wing  Reaganism — if 
their  numbers  are  close  to  correct,  even  if  they  have  exaggerated 
100  percent  the  positive  effects  of  a  flat  tax,  I  would  have  to  imag- 
ine that  virtually  every  single  American  would  have  higher  dis- 
posal after-tax  income  once  we  make  that  transition  to  a  flat  tax. 

Obviously,  everyone  has  their  own  little  model.  I  know  the  real- 
tors are  out  pedaling  a  study  that  they  paid  for  that,  of  course, 
shows  horrible  consequences.  You  have  to  look  at  all  of  these  with 
a  jaundiced  eye.  But  the  academics  that  are  not  paid  are  coming 
up  with  numbers  that  I  think  are  very,  very  attractive;  and  losing 
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all  of  those  hundreds  of  billions  of  compliance  cost,  that  is  a  real 
number  that  nobody  can  dispute. 

Chairwoman  Smith.  I  am  getting  sold  on  the  final,  but  I  know 
that  we  are  going  to  lose  in  the  transition  because  I  am  even  work- 
ing some  of  the  transition  issues,  figuring  out  what  I  would  have 
to  do  with  certain  businesses  with  capital,  and  they  are  very  testy. 

You  get  enough  of  that  uncertainty.  I  looked  at  one  chart.  That 
chart,  if  you  noticed,  25  percent  were  sure;  31  percent  were  sort  of 
sure,  but  they  want  to  look  at  it  closely.  Some  have  already  looked 
at  their  bottom  line. 

I  think  in  that  30-some  percent,  are  those  like  some  of  my  past 
clients.  It  is  because  they  are  not  sure  that  they  are  going  to 
weather  the  change.  They  do  not  have  the  flexibility  rignt  now. 
Their  small  business  is  barely  making  it.  You  hit  them  one  time, 
and  they  go  under.  So,  they  are  not  willing  to  be  the  sacrificial  cow 
for  the  long  term.  I  am  afraid  that  is  going  to  be  our  overall  prob- 
lem in  that  transition. 

They  will  be  very  loud  as  they  say,  look  here,  Linda,  you  said  you 
are  for  business;  1  am  going  under,  under  this  plan.  I  am  a  pro- 
ponent of  simplification,  and  in  my  other  world  I  have  to  start  a 
different  kind  of  business. 

So  I  believe  in  simplification.  I  believe  in  going  into  other  kinds 
of  businesses  other  than  tax  preparation  and  planning.  But  help  us 
with  that,  because  they  are  going  to  scream  very  loud. 

Mr.  Keating,  you  are  going  to  see  the  same  thing,  aren't  you? 

Mr.  Keating.  I  think  that  is  a  very  real  problem  because  you  are 
going  to  have  at  least  transitionally  some  marginal  businesses  that 
you  can  imagine  that  maybe  will  not  weather  the  storm.  There  is 
no  political  base  or  lobbyists  necessarily  for  the  businesses  of  the 
future. 

I  mean,  one  of  the  things  that  I  wanted  to  point  out  to  you  in 
the  first  question  that  you  asked  Mr.  Mitchell  is  I  think  one  of  the 
biggest  obstacles  of  small  businesses — you  can  ask  any  small  busi- 
ness owner — is  being  able  to  expand,  to  startup  to  get  the  capital 
necessary  for  that.  I  think  one  aspect  that  cannot  be  overempha- 
sized in  a  plan  like  this  is  the  fact  that  capital  gains,  for  example, 
would  not  be  taxed. 

So  we  are  talking  about  opening  up  a  huge  amount  of  capital  to 
invest  in  new  and  expanding  businesses.  I  mean,  I  have  seen  some 
estimates,  a  firm  I  used  to  work  for  in  Morristown,  New  Jersey, 
that  said,  essentially,  you  could  free  up  $5  trillion  of  capital  for 
new  investment. 

So,  again,  I  am  not  necessarily  answering  your  transitional  prob- 
lem; but  I  would  like  to  go  back  to  what  is  one  of  the  main  prob- 
lems that  small  businesses  faces?  It  is  capital,  and  you  cannot  get 
capital  in  their  hands  better  than  eliminating  capital  gains  taxes. 

Chairwoman  Smith.  I  said  that  just  to  make  a  point  that  this  is 
going  to  be  very  difficult.  Probably  there  will  be  a  need  to  accept 
the  fact  that  certain  folks  will  on  the  margin  go  away.  So,  I  think 
I  somewhat  agreed  to  that,  but  realize  the  loudest  stuck  pig  can 
cause  everything  else  to  be  drowned  out. 

With  that,  I  would  like  to  add  to  our  panel  the  distinguished  Mr. 
Dick  Armey,  who  has  taken  this  banner  of  the  flat  tax  before  it  was 
popular  and  will  address  us  now. 
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Gentlemen,  if  you  want  to  stay  right  there,  that  is  Hne.  I  think 
there  are  a  couple  of  more  questions,  but  before  the  next  panel  I 
want  to  give  the  committee  a  chance  to  ask  them. 

TESTIMONY  OF  THE  HON.  RICHARD  K.  ARMEY,  MAJORITY 
LEADER  OF  THE  U.S.  HOUSE  OF  REPRESENTATIVES 

Mr.  Armey.  Thank  you.  Madam  Chair.  I  appreciate  your  cour- 
tesy. Let  me  express  my  appreciation  to  the  panel  for  letting  me 
barge  in  and  intrude  on  your  process.  You  are  all  very  gracious. 

I  would  be  remiss  if  I  didn't  point  out  that  we  have  a  special 
event  in  that  Chairman  Smith  is  the  first  Member  of  Congress  to 
chair  a  subcommittee  in  their  first  term  in  Congress.  So,  it  is  very 
much  indeed  an  honor  to  be  here. 

I  can  tell  you  that  over  a  year  ago  it  became  very  obvious  to  me, 
as  I  think  it  has  done  for  others,  that  the  American  people  today 
are  simply  fed  up  with  the  Tax  Code  as  we  know  it.  They  find  it 
intolerable,  unacceptable.  They  are  now,  and  will  even  more,  be  de- 
manding that  we  change.  They  are  not  talking  about  itty-bitty 
change.  They  want  major  overhaul.  They  want  it  thrown  away,  the 
Tax  Code  as  we  know  it. 

Having  examined  this  sentiment  of  the  American  people  and  the 
strength  of  the  sentiment,  I  began,  over  a  year  ago — considerably 
over  a  year  ago — examining  an  option  that  I  might  want  to  offer. 
I  did  examine  a  good  many  options;  and,  in  that  process,  I  redis- 
covered the  flat  tax  that  was  very  popular  in  the  1980's.  In  that 
re-examination,  rediscovery,  I  rediscovered  the  work  of  Professors 
Hall  and  Rabushka  at  the  Hoover  Institution  on  the  flat  tax. 

So  I  sat  down  with  my  staff,  and  between  us  we  put  together 
what  you  now  know  as — I  hope,  you  know  as — the  Armey  iteration 
of  the  flat  tax. 

I  introduced  the  bill  on  June  17th  of  last  year,  along  with  an  edi- 
torial. The  editorial  was  followed  by  a  good  deal  of  editorial  support 
from  many  people  across  the  Nation.  Then,  in  fact,  I  found  myself 
in  high  demand  to  the  point  where  I  did  approximately  15  talk 
radio  shows  on  the  flat  tax. 

As  I  then  also  traveled  the  country  very  broadly  last  year,  includ- 
ing your  own  State  of  Washington,  including  Indiana,  truly  across 
the  entire  width  and  breadth  of  the  Nation,  I  found  that,  to  my 
amazement,  the  flat  tax  has  a  growing,  enthusiastic,  energetic  sup- 
port of  the  American  people  who  is  bigger,  broader,  faster  than 
anything  I  have  ever  seen  grow  before. 

I  have  also  seen  that  with  respect  to  the  mail  I  have  received  and 
the  testimony  I  have  from  others  who  have  commented  on  the  flat 
tax  and  their  mail. 

Two  particular  points  of  testimony  that  I  would  like  to  relate. 
There  is  a  gentleman  in  Dallas,  Texas,  named  Scott  Bums  who 
writes  a  column  for  the  financial  pages  of  the  Dallas  Morning  News 
that  is  syndicated.  Within  2  weeks  of  his  article  on  the  flat  tax, 
which  was  more  reporting  than  editorializing,  Scott  Bums  had  over 
5,000  letters  from  the  American  people  which  he  has  shared  with 
me. 

A  favorite  response  I  had  was  on  This  Week  with  David 
Brinkley,  the  newsman  Sam  Donaldson. 

Mr.  Keating.  How  could  you  forget  him? 
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Mr.  Armey.  Sam  Donaldson.  I  am  sorry  about  that.  I  should  be 
more  careful  about  these  things,  I  am  sure.  But  Sam  Donaldson  ex- 
pressed his  concern  about  the  flat  tax  and  what  some  construed  as 
confusion.  I  saw  Sam  Donaldson  within  a  week  of  that  event,  and 
he  said  he  had  never  gotten  so  much  mail  so  fast  on  the  flat  tax, 
and  he  indicated  that  he  had  gotten  several  scoldings.  I  thought, 
somewhere  in  heaven  the  Lord  is  still  looking  out  for  good  ideas. 

So  there  is  no  doubt  that  the  American  people  have  seen  this. 

Now  as  we  have  gone  through  the  mail  and  listened  to  people  as 
we  traveled  the  country,  I  think  there  are  a  few  very  basic  reasons 
why  people  have  been  drawn  to  the  flat  tax,  and  I  would  like  to 
just  go  over  a  few  of  them. 

First,  there  is  no  doubt  about  it,  the  flat  tax  is  loved  because  it 
is  simple.  It  is  simple,  fair,  direct  and  honest.  Everybody  knows  I 
can  know  exactly  within  15  minutes  what  my  tax  burden  is.  In 
fact,  the  sheer  dead  weight  loss  that  now  accrues  to  the  American 
economy  in  hundreds  of  billions  of  dollars  will  be  substantially  re- 
duced, if  not  totally  eliminated,  just  by  getting  rid  of  all  the  paper- 
work that  is  found  in  the  current  tax  plan. 

In  fact,  today,  Americans  spend  5.4  billion  man  hours  doing  their 
taxes.  That  is  more  time  than  we  spend  building  every  car,  truck 
and  van  that  is  built  in  this  country. 

The  second  thing  that  the  Americans  seemed  to  love  about  it  and 
one  that  I  get  incredibly  enthusiastic  testimony,  it  is  fair.  The  flat 
tax  debate  seems  to  be  drawing  out  a  uniquely  American  definition 
of  fairness  in  that  it  is  testified  to  me  time  and  time  again  it  is 
fair  when  we  are  all  treated  the  same. 

One  of  the  things  that  I  am  very  proud  about  in  the  flat  tax,  as 
we  put  it  together,  is  that  we  capture  absolutely  every  dollar's 
worth  of  income  that  is  earned  in  the  American  economy  and  bring 
it  into  the  tax  base  and  subject  it  to  the  Tax  Code  and  tax  it  only 
one  time. 

Americans  do  not  think  it  is  fair  to  take  more  than  $400  billion 
a  year  of  income  earned  in  this  country  exempt  from  the  tax  base, 
exempt  from  the  income  Tax  Code,  while  at  the  same  time  they 
take  a  very  large  amount  of  money  and  give  it  double  and  some- 
times even  triple  taxation.  That  is  not  fair. 

So  if  I  can  exemplify  this  story,  a  couple  of  weeks  ago,  2  or  3 
weeks  ago,  I  was  startled  to  have  the  President  of  the  United 
States  reveal  that  the  studies  he  had  seen  said  that  everybody  over 
$200,000  got  a  break  in  the  flat  tax  and  everybody  under  $200,000 
got  a  tax  increase. 

This  shocked  me  because  I  had  already  had  thousands  of  letters 
from  people  at  all  income  levels  saying  I  just  finished  my  taxes 
after  3  or  4  weeks.  I  just  checked  it  without  my  tax  accountant  and 
took  an  incidental  15  minutes  afterwards  and  checked  your  form 
against  what  I  just  filed  and  under  your  form  I  got  a  tax  reduction. 
Very  few  of  those  letters  came  from  people  earning  over  $200,000. 

I  think  the  President  was  trying  to  make  a  point.  The  next  day, 
as  I  was  walking  out  of  a  hotel  in  Dallas,  the  gentleman  that  parks 
the  cars,  who  scarcely  is  a  gentleman  who  makes  $200,000,  said. 
Congressman,  I  love  your  flat  tax,  and  you  know  why?  Because  it 
gives  everybody  the  same  rate  as  everybody  else.  Treats  everybody 
the  same. 
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Then  he  said  something  that  warmed  my  heart.  He  said,  with 
the  flat  tax,  I  don't  have  to  listen  to  all  this  class  warfare  baloney. 
I  thought  to  myself  as  I  walked  to  my  car,  this  is  exactly  the  gen- 
tleman that  the  President  thought  he  had  been  talking  about  just 
a  night  or  so  before. 

Another  thing  that  was  embraced  by  the  American  people  and 
appreciated,  I  think,  beyond  my  expectations  is  its  neutrality  with 
respect  to  savings,  investment  and  consumption.  They  see  in  the 
flat  tax  no  social  engineering.  Not  only  is  it  neutral  with  respect 
to  savings,  investment  and  consumption,  but  within  those  cat- 
egories the  Government  didn't  exercise  the  audacity  to  tell  them 
what  to  consume,  how  to  save  or  where  to  invest;  and  they  like 
that.  They  recognize  that  with  that  neutrality  there  will  be  an 
enormous  increase  in  productivity  in  the  American  economy. 

Finally,  I  think  the  point  that  is  related  to  the  last  is  the  flat 
tax  promotes  a  growing  economy.  There  is  a  great  deal  of  debate 
and  contention  about,  for  example,  should  we  leave  the  home  mort- 
gage in  the  flat  tax.  I  should  say  that,  first  of  all,  the  flat  tax  is 
what  we  implement  after  we  get  rid  of  this  bizarre  existing  Tax 
Code  that  makes  the  home  mortgage  necessary  and  precious. 

When  people  think  in  terms  of  a  new,  high-growth  flat  tax  world, 
they  realize  that  the  home  mortgage  is  not  needed,  it  is  not  de- 
sired, it  is  not  precious.  Simplicity,  honesty,  directness  and  growth 
are  more  important. 

Finally,  I  have  to  tell  you,  the  American  dream  is  not  to  own 
your  own  home.  The  American  dream  is  to  get  your  kids  out  of  it. 
You  get  your  kids  out  of  your  own  home  when  they  have  an  econ- 
omy that  has  the  vitality  to  create  good  jobs,  high  productivity  jobs, 
increasing  productivity  jobs,  higher  wages  and  their  own  chance  to 
have  their  own  home.  Americans  understand  that. 

We  will  get  that  kind  of  a  world  in  the  flat  tax.  Most  of  the  cor- 
respondence I  have  is  from  people  who  say,  get  rid  of  all  of  these 
loopholes,  even  my  own,  for  this  kind  of  simple,  honest  productiv- 
ity; and  fairness  is  a  trade  that  I  am  not  only  happy  to  make,  but 
I  demand  the  opportunity  to  make. 

So  thank  you.  Madam  Chairman.  I,  as  well  as  the  rest  of  your 
panel,  is  available  for  any  questions. 

Chairwoman  Smith.  Thank  you,  Mr.  Armey. 

[Mr.  Armey's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  How  is  your  time?  Senator  Specter  is  here. 
Can  you  wait  a  moment  and  honor  us? 

Mr.  Armey.  Absolutely.  The  Senator  and  I  have  been  bonding 
over  the  issue  of  flat  tax  the  last  couple  of  days,  and  I  would  not 
want  to  miss  an  opportunity. 

Chairwoman  Smith.  Senator  Specter,  I  know  your  time  is  very 
tight.  Thank  you  for  coming. 

TESTIMONY  OF  THE  HON.  ARLEN  SPECTER,  SENATOR  FROM 
THE  COMMONWEALTH  OF  PENNSYLVANIA 

Senator  Specter.  Well,  it  is  a  delight  to  be  with  you  here  on  the 
House  Small  Business  Subcommittee  on  Taxation  and  Finance.  I 
appreciate  an  opportunity  to  testify  before  you. 

As  the  Majority  Leader  has  said,  he  and  I  have  been  bonding. 
This  is  our  third  joint  appearance  in  26  hours.  We  were  before  the 
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Joint  Economic  Committee  yesterday  at  10  o'clock,  and  we  were  be- 
fore the  Finance  Committee  on  the  Senate  side  just  a  few  minutes 
ago. 

So  I  might  just  defer  to  Majority  Leader  Armey.  He  can  make  my 
presentation.  I  am  really  in  the  position  to  make  his  these  days, 
after  having  heard  it  on  a  number  of  occasions.  But  I  will  be  rel- 
atively brief,  and  I  know  that  you  will  admit  my  full  statement  as 
a  matter  of  the  record — or  at  least  hope  you  will. 

The  intriguing  part  about  the  flat  tax  is  its  simplicity,  but  it  may 
be  even  more  important  to  focus  on  the  aspect  of  growth. 

I  had  long  been  interested  in  the  flat  tax  and  started  to  take  a 
very  close  look  at  it  last  summer  and  called  Congressman  Armey 
last  fall,  late  last  summer,  last  fall,  and  studied  it  for  many  months 
and  in  March  introduced  Senate  bill  488  because  I  am  convinced 
that  it  is  a  meritorious  idea  whose  time  has  come. 

The  pro-growth  features  are  really  remarkable.  Economists 
project  tremendous  economic  growth,  fueled  by  a  base  2  percent 
drop  in  interest  rates  and  an  increase  in  the  Gross  National  Prod- 
uct of  $2  trillion  in  7  years.  This  growth  is  accomplished  by  taxing 
all  income  at  the  source  with  a  20  percent  flat  tax  on  business  and 
individuals.  This  flat  tax  will  pick  up  some  $245  billion  more  in 
taxes  at  the  business  level,  which  enables  the  individual  rates  to 
be  reduced,  and  the  increase  in  business  taxes  is  offset  by  $165  bil- 
lion in  savings  on  filings  and  very  substantial  savings  on  the  avail- 
ability of  capital. 

That  enables  a  personal  exemption — Congressman  Armey  and  I 
differ  slightly  on  that.  My  legislative  proposal  allows  for  no  taxes 
for  a  family  of  four  up  to  $25,500.  There  will  be  a  reduction  in 
rates  for  middle-income  America  and  lower-income  America  be- 
cause the  millionaires  will  have  to  pay  taxes,  finally,  because  the 
loopholes  in  the  tax  shelters  will  all  be  eliminated  so  that  even  the 
millionaires  will  have  to  pay  a  tax  at  a  20  percent  rate,  3,  which 
will  produce  more  revenue  than  if  you  have  a  39.6  percent  tax  be- 
cause wealthy  taxpayers  often  have  adjusted  gross  income  which 
turns  out  to  be  zero  or  close  to  zero. 

The  simplicity  factor  is  just  overwhelming.  I  used  to  go  nowhere 
without  my  American  Express  card.  Now  I  go  nowhere  without  my 
flat  tax  postcard  return,  which  is  10  lines,  and — the  photo  ops  are 
this  way,  Dick. 

Chairwoman  Smith.  These  guys  have  done  this  before. 

Senator  Specter.  Dick  and  I  were  out  of  sync  on  our  first  two 
performances.  We  are  coming  together  now. 

But  it  is  really  a  15-minute  job.  These  figures  are  astounding, 
but  I  believe  them  to  be  true  by  the  careful  financial  analysis  made 
by  Professors  Hall  and  Rabushka  who  provide  the  models  for  both 
the  Majority  Leader's  proposal  and  mine.  My  fiat  tax  plan  would 
save  taxpayers  5.4  million  hours  in  time  spent  and  total  annual 
costs  of  $200  billion  in  tax  compliance.  We  all  know  that  it  is  the 
greatest  source  of  friction  between  the  citizen  and  the  Government. 

We  all  get  those  computer  printouts.  You  owe  $17.45  or  $112.19. 
We  also  would  rather  pay  it  than  to  figure  it  out  again.  But  we  are 
not  going  to  do  that  again.  I  make  it  a  point  to  do  my  own  tax  re- 
turn so  I  can  figure  out  where  I  have  been  for  the  past  year,  and 
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every  year  there  is  a  change  and  not  a  single  exception.  This  sim- 
plicity is  worth  its  weight  in  wildcats. 

There  is  a  lot  more  to  talk  about,  but  perhaps  we  can  do  it  better 
in  Q  and  A.  I  want  to  thank  your  subcommittee  member,  Congress- 
man Mark  Souder,  whom  I  have  talked  to  and  who  I  understand 
is  introducing  similar  flat  tax  legislation.  I  think  that  with  hear- 
ings like  this — and  I  compliment  you.  Madam  Chairwoman,  and 
the  subcommittee,  because  with  sufficient  notoriety  and  publicity  I 
think  there  is  the  potential  for  the  kind  of  ground  swell  which  the 
Majority  Leader  has  already  described.  Thank  you. 

Chairwoman  Smith.  Thank  you,  Senator,  and  we  really  appre- 
ciate you  coming. 

[Senator  Specter's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  What  we  are  actually  doing  is  trying  to  use 
this  subcommittee  to  bring  up  the  public  awareness  anywhere  we 
can  go,  and  especially  for  me  in  the  Northwest,  of  what  this  really 
means  so  that  people  become  a  part  of  it  and  don't  become  afraid 
of  it. 

I  am  finding  that  the  more  my  constituents  know,  the  more  ques- 
tions they  have,  and  that  they  are  becoming  afraid  if  they  cannot 
answer  the  challenge  to  the  issue  of  home  mortgage  interest,  if 
they  are  a  real  estate  agent,  or  the  issue  of  transition,  if  they  are 
in  their  business  at  a  point  where  you  could  crumble  them  if  you 
change  it  overnight. 

So  I  think  that  bringing  up  the  issues  are  real  important,  and 
both  of  you  have  done  a  very  good  job.  I  notice  that  you  work  to- 
gether well.  You  have  not  been  bringing  up — I  have  reviewed  both 
of  your  plans  and  you  do  have  significant  differences  in  whether 
you  have  withholding.  You,  Mr.  Armey,  don't  have  withholding? 
You,  Senator  Spector,  do?  Your  recommendations  on  transition? 
Your  rates  are  different,  et  cetera. 

Senator  Specter.  Madam  Chairwoman,  if  I  might  make  a  brief 
comment.  Our  rates  do  differ.  I  have  taken  the  Hall-Rabushka  19 
percent  and  moved  it  to  20  percent  because  I  think  it  is  important 
to  retain  deductibility  for  home  interest  mortgage  up  to  $100,000 
in  borrowing  and  charitable  contributions  up  to  $2,500  for  middle- 
income  America.  That  is  a  difference  that  Congressman  Armey  and 
I  have. 

But  I  think  we  have  many  more  points  of  unity  than  differences 
in  the  approach  of  a  flat  tax,  and  I  am  prepared  to  be  negotiable 
and  flexible  about  it  through  the  legislative  process.  I  know  that 
our  colleague,  Congressman  Souder,  wants  to  have  a  little  different 
approach  on  charitable  contributions,  and  I  think  we  can  iron  out 
those  differences  and  move  ahead. 

Chairwoman  Smith.  Very  good.  Well,  thank  you  so  much. 

Mr.  Metcalf. 

Mr.  Metcalf.  Thank  you.  Madam  Chairman.  I  have  one  quick 
question  for  each. 

Congressman  Armey,  I  got  a  quote — I  wrote  down  a  quote.  I  have 
got  to  give  a  speech  on  the  flat  tax  tomorrow.  Did  I  understand  you 
to  say  that  5.4  billion  man  hours  on  tax  preparation  and  that  that 
was  more  man  hours  than  in  the  production  of  all  the  cars,  trucks 
and  vans  in  the  U.S.A.?  Is  that  the  quote  you  made? 
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Mr.  Armey.  Yes,  I  think  you  have  that  in  my  written  testi- 
mony— which,  incidentally,  Madam  Chairman,  I  would  ask  to  be 
put  in  the  record. 

Mr.  Metcalf.  Thank  you  very  much. 

Mr.  Armey.  I  might  mention,  by  the  way.  Senator  Bentsen, 
former  Chairman  of  the  Senate  Ways  and  Means  Committee  and 
former  Secretary  of  the  Treasury,  was  one  of  the  advocates  of  the 
flat  tax  in  the  early  1980's,  as  was  Leon  Panetta,  who  introduced 
the  bill  in  1982. 

With  respect  to  your  committee,  if  you  take  a  look  at  what  we 
do  by  way  of  the  treatment  of  savings  and  investment,  it  is  of  par- 
ticular interest  to  the  small  business  sector  of  the  economy,  par- 
ticularly, bringing  down  interest  rates. 

Second,  to  expense  capital  purchases  I  think  is  going  to  be  an 
enormous  boon  to  small  business. 

Mr.  Metcalf.  Thank  you.  Then  because  of  something  you  just 
said,  maybe  this  question  you  would  like  to  comment  on  it,  too. 
Senator,  you  mentioned  a  2  percent  drop  in  interest  rates,  and  that 
is  one  of  the  things  I  have  been  watching  really  carefully.  I  have 
done  a  lot  of  work  on  interest  rates  and  monetary  things.  I  would 
like  to  have  each  you  comment  on  that  drop  in  interest  rates. 

Senator  Specter.  The  Hall-Rabushka  proposal  projects  a  2  per- 
cent drop  in  interest  rates  because  of  the  availability  of  capital.  By 
not  taxing  capital  gains  or  dividends  or  interest,  there  will  be  a  tre- 
mendous supplement  to  savings,  and  that  is  calculated  to  spur  a 
2  percent  drop  in  the  interest  rates. 

Mr.  Metcalf.  OK.  Thank  you.  Thank  you. 

Chairwoman  Smith.  Mr.  Bentsen. 

Mr.  Bentsen.  Thank  you.  Madam  Chair,  and  let  me  thank  you 
for  having  these  hearings.  I  know,  in  my  district,  people  have 
asked  about  the  flat  tax  or  the  consumption  tax,  the  variety  of  is- 
sues that  are  out  there.  I  have  welcomed  these  hearings. 

I  haven't  taken  a  position,  but  I  think  what  I  am  trying  to  tell 
my  constituents  is  listen  very  closely  and  then  go  back  and  run  the 
numbers  and  see  how  they  affect  you  personally,  because  I  think 
that  is  how  you  should  approach  things. 

Mr.  Armey,  I  would  say  that  in  a  way  I  agree  a  little  bit  with 
the  American  dream  that  you  mentioned,  but  in  my  wife  and 
mine's  case  if  we  could  just  get  our  children  to  sleep  in  their  own 
bed,  I  think  that  would  be  a  start,  and  then  in  15  or  18  years  we 
will  look  at  moving  them  out. 

Mr.  Armey.  It  will  be  an  interesting  road  everv  step  of  the  way. 

Mr.  Bentsen.  I  have  read  your  comments,  andl  they  are  intrigu- 
ing, and  1  appreciate  the  approach  that  you  take. 

Let  me  ask  you  a  couple  of  questions.  One  question  I  have,  and 
it  is  somewhat  related  to  this  in  1986,  when  Congress  revised  the 
tax  code.  We  went  from  five  marginal  tax  rates  to  two  marginal  tax 
rates.  Then  in  1990  we  added  another  marginal  tax  rate.  Then,  in 
1993,  Congress  added  two  additional  marginal  tax  rates,  going  up 
to  39.6  as  the  top  effective  marginal  rate. 

One  question  I  have  had  since  coming  to  Congress  this  year  and 
given  the  fact  that  there  was  a  lot  of  opposition  to  these  new  rates, 
particularly  the  1993  and  the  1990  changes,  why  hasn't  this  Con- 
gress gone  back  and  said,  let's  do  away  with  the  39.6  marginal 
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rate?  Let's  take  back  the  corporate  rate  to  where  it  was  pre- 1993 
and,  in  fact,  let's  do  away  with  the  1990  changes  and  go  back  to 
the  two  marginal  rates? 

Mr.  Armey.  Let  me  say,  with  respect  to  this  Congress  and  the 
current  tax  action,  this  is  a  short-run  action.  There  was  a  different, 
very  broad-based  set  of  competing  principles  with  a  very  little  bit 
of  revenue  change  that  could  be  carried.  That  was  a  great  debate 
we  had  last  summer,  for  example,  when  we  wrote  the  Contract 
With  America. 

But  when  you  take  a  look  at  the  evolution  and  de-evolution  and 
constant  flux  of  exchange  rates,  it  really  brings  your  focus  on  the 
idea  of  a  single  rate.  The  value  of  a  single  rate  for  business  and 
individuals  to  simplicity  is  incredible.  As  soon  as  you  introduce  two 
rates,  you  have  an  extraordinarily — that  probably  raises  that  to  the 
power  of  10.  It  is  just  amazing  what  that  does  to  complexity. 

But  I  think  also  there  has  oeen  a  view  that  there  would  be  two 
tax  measures  that  would  be  taken  in  this  century — a  short-run 
measure  which  you  saw  explicated  in  the  Contract  With  America, 
and  then  for  a  longer  period  of  time  there  would  be  a  massive  over- 
haul of  the  tax  system  with  a  sort  of  an  idea  we  are  going  to  settle 
this  once  and  for  all  sort  of  an  attitude.  The  two  competing  ideas 
with  respect  to  that  longer-run  objective  are  the  flat  tax  and  the 
consumption  tax,  and  these  are  the  two  things  that  we  have  to 
watch. 

Mr.  Bentsen.  I  know  that  my  time  is  up,  and  I  will  submit  some 
questions  for  the  record.  But  if  I  understand  you  correctly,  rather 
than  going  back  and  doing  away  with  the  increases  that  were  made 
in  1993  and  1990,  which  I  think  you  opposed  and  I  don't  know 
about  Senator  Specter,  but  that  we  ought  to  just  go  ahead  and 
scrap  the  whole  system. 

On  top  of  that,  let  me  just  add,  does  it  make  sense — one,  I  am 
surprised  that  we  are  not  going  back  and  doing  that;  and,  two,  does 
it  make  sense  to  include  H.R.  1215  right  now,  which  I  know  you 
are  very  much  in  favor  of,  which,  in  fact,  we  may  be  moving  in  a 
year  or  a  year  and  a  half,  to  rewrite  the  whole  Code? 

Mr.  Armey.  The  existing  Tax  Code  is  patently  inequitable  and 
inefficient  and  breeds  inefficiency  in  the  economy.  It  makes  sense 
to  me  to  repair  a  bad  system  in  the  short  run  while  you  set  the 

f>rocess  in  motion  to  just  simply  scrap  it  and  get  rid  of  it  in  the 
ong  rim. 

We  all  have  seen  that  when  you  retool  a  plant.  You  keep  the  ex- 
isting machinery  going  as  best  you  can  until  you  can  get  rid  of  it 
and  replace  it.  When  we  did  the  Contract  With  America  there  was 
a  fairly  significant  advocacy  for  the  flat  tax  as  a  Contract  With 
America  item. 

I  was,  in  fact,  the  person  that  said  no.  You  are  talking  about 
what  can  be  done  in  100  days.  You  cannot,  and  I  don't  think  any- 
body should,  presume  to  be  able  to  reformulate  the  entire  Tax  Code 
in  100  days.  We  said  we  will  take  what  little  bite  of  the  apple  we 
could  in  100  days,  and  we  will  eat  the  whole  apple  in  the  next  cou- 
ple of  years. 

Mr.  Bentsen.  Thank  you.  I  would  like  to  submit  some  questions 
for  the  record  if  I  might. 

[The  information  may  be  found  in  the  appendix.] 
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Chairwoman  Smith.  Thank  you.  We  will  have  a  hearing  again  in 
August  expanding  on  this.  We  will  certainly  submit  those  questions 
for  the  record — excuse  me,  in  July.  We  are  not  here  in  August.  Any 
additional  questions? 

Mr.  Souder? 

Mr.  Souder.  First,  I  want  to  say  that  I  am  really  glad  that  our 
Majority  leader  has  become  this  national  celebrity  because  years 
ago  when  you  used  to  say  the  Armey  flat  tax  people  would  think 
the  Department  of  Defense  was  coming  after  them.  Now  everybody 
knows  who  Dick  Armey  is. 

I  want  to  thank  you  for  your  leadership  on  the  issue  because  that 
is  really  what  has  moved  a  lot  of  the  national  debate.  You  grabbed 
it  like  a  bulldog  and  never  backed  down,  and  now  all  of  a  sudden 
you  are  in  a  position  where  we  can  get  a  lot  of  attention  on  the 
subject.  We  have  various  iterations  of  tax  reform,  but  there  is  not 
anyone  who  is  questioning  whether  we  will  go  into  some  form  of 
tax  reform.  Whether  it  goes  as  far,  you  have  laid  out  a  marker. 

I  am  teamed  with  Senator  Specter,  which  gives  us  an  interesting 
ideological  mix,  with  Mr.  Armey  somewhere  in  the  middle.  We  go 
round  about  that  from  time  to  time.  Some  of  us  have  a  strong  feel- 
ing that  we  need  to  have  a  couple  of  deductions  in  charitable  and 
homeownership  but  politically  that  it  was  going  to  be  tough  to  do. 

I  know  from  talking  to  other  Members  that  California,  New  York 
and  some  of  the  highly  taxed  States  are  simply  not  looking  at  this. 
What  other  types  of  political  pressures  are  we  going  to  have  on  this 
system? 

In  other  words,  charitable  and  home  mortgage  take  care  of  a  lot 
of  that.  State  and  local  property  taxes  are  another.  What  are  the 
biggest  hurdles  going  to  be  to  keep  this  from  becoming  just  another 
Christmas  tree? 

Senator  Specter.  I  think  the  biggest  hurdle  is  going  to  be  con- 
cern and  unease  about  the  drastic  change  generally.  It  is  a  big,  big 
change  to  go  to  a  flat  tax.  The  question  of  fairness  is  one  which  we 
have  to  tackle  head  on,  and  I  think  there  are  very  solid  answers 
by  virtue  of  the  fact  that  business  does  pay  $245  billion  more  but 
has  a  major  offset  in  lower  costs  of  filing  returns  and  also  lesser 
costs  of  capital. 

There  is  also  going  to  be  objection  from  the  real  estate  industry, 
even  allowing  home  interest  deductibility  up  to  borrowing  of 
$100,000.  We  were  at  the  Finance  Committee,  and  Senator  Pack- 
wood  reminded  us  that  there  was  objection  to  having  a  million  dol- 
lar limit  on  it. 

So  I  think  there  will  be  problems.  What  I  think  is  the  great  sell- 
ing point  is  pro-growth,  and  that  may  be  even  more  impressive 
than  simplicity,  although  it  is  hard  to  be  more  impressive  than  a 
postcard  tax  return. 

But  we  are  spending  tremendous  time,  as  we  should,  on  bal- 
ancing the  budget  with  the  target  year  2002,  something  we  are  all 
really  committed  to.  But  that  is  only  one  side  of  the  coin.  The  other 
side  of  the  coin  is  growth.  So,  I  believe  that  we  are  going  to  have 
opposition,  even  beyond  the  special  interest  groups.  So,  we  have  to 
really  count  the  growth  aspect. 

Mr.  Souder.  One  of  the  things  I  appreciate  about  both  of  your 
testimonies  is  that,  while  there  are  differences,  those  differences 
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are  minor  compared  to  the  overall  debate.  As  we  move  into  the 
budget  debate,  which  we  are  all  very  aggressive  with,  we  cannot 
lose  the  growth  side  because  we  will  get  into  that  narrow  vision 
and  I  want  to  do  what  I  can  to  help. 

We  are  working  hard  among  the  freshmen  to  line  up  support.  We 
are  all  hearing  it  back  at  the  grass  roots.  If  we  keep  pushing  we 
can  at  least  move  it  a  long  way,  and  I  appreciate  your  leadership. 
Thank  you. 

Chairwoman  Smith.  Mr.  Kennedy. 

Mr.  Kennedy.  Thank  you.  I  would  like  to  ask  Senator  Specter 
and  Majority  Leader  Armey  to  first  address  the  regressivity  of  the 
tax. 

Robert  Mclntyre  of  Citizens  for  Tax  Justice  testified  that  the  flat 
tax,  once  adjusted  to  be  deficit  neutral,  would  raise  the  tax  bill  for 
families  making  between  $50,000  and  $75  000  between  $1,010  and 
$1,900  a  year,  while  those  earning  above  $200,000  would  get  a  tax 
break  between  $30,000  and  $51,000. 

Now,  you  can  argue  about  the  numbers,  but  I  would  like  to  ask 
you  to  address  the  criticism  of  this  proposal  that  any  flat  tax  would 
involve  a  significant  redistribution  of  tax  liability  away  from  the 
rich  and  on  to  the  average  taxpayer. 

That  is  the  first  part. 

Second,  I  would  like  to  ask  you  to  justify  how  fair  your  tax  will 
be  if  it  exempts  interest  dividends  and  capital  gains  from  being 
taxed.  In  addition,  the  estate  tax.  How  fair  can  it  be  if  it  just  taxes 
the  wage  earners  as  opposed  to  those,  like  myself,  who  derive  a 
major  part  of  my  income  from  family  inherited  wealth.  I  would  ask 
you  to  address  that. 

Mr,  Armey.  I  appreciate  that. 

Let  me  point  out,  at  the  outset  of  my  remarks,  that  Mr.  Mclntyre 
is  not  a  very  reliable  source.  His  work  does  not  stand  up  to  scru- 
tiny very  well. 

But  be  that  as  it  may,  there  have  been  various  efforts  to  study 
the  distributional  impacts  of  the  flat  tax,  and  it  is  a  very  difficult 
thing  to  study.  It  is  always  difficult  to  study  any  proposal.  But  if 
you  take  a  look  at  what  the  flat  tax  is,  it  is  a  simplifying  of  the 
Code  that  is  bom  with  a  broadening  of  the  base.  The  same  thing 
we  saw  with  Senator  Bentsen  and  Leon  Panetta  in  the  1980's. 
Every  flat  tax  proposal  is  that. 

What  happens  in  this  base  broadening  is  you  just,  frankly,  termi- 
nate tax  loopholes.  Now  there  has  been  a  generalized  predilection 
in  America  that  tax  loopholes  are  advantageous  primarily  to  the 
more  wealthy  American.  There  is,  of  course,  a  broadening  of  the 
base  that  causes — and  the  Senator  has  very  good  numbers  on 
this — a  larger  burden  of  the  total  tax  share  by  business  earnings. 

The  flat  tax  under  my  iteration  takes  10  million  low-income 
Americans  off  the  tax  rolls.  You  must,  if  you  are  a  family  of  four, 
make  $36,800  before  you  incur  any  income  tax  liability.  A  family 
of  four  at  $36,800  pays  zero  tax.  A  family  of  four  at  $50,000  pays 
4  percent  of  their  total  income  in  income  taxes.  At  $200,000  they 
pay  about  15  percent  of  their  income  in  taxes.  So,  there  is  a  pro- 
gressivity  that  comes  from  the  depletion  of  the  family  allowance. 

It  is  incorrect  to  say  that  a  person  that  takes  their  income 
through  the  ownership  of  capital  assets  or  business  assets  such  as 
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stocks  and  bonds  pays  no  taxes  on  the  flat  tax.  What  they  do  not 
do  is  pay  taxes  twice  on  the  same  earned  dollar.  It  is  axiomatic  in 
taxation  that  all  taxes  are  paid  by  people,  and  all  taxes  are  paid 
out  of  current  income  flows. 

In  the  case  of  the  ownership  of  our  Nation's  producing  assets  or 
businesses,  if  I  can,  for  example,  use  Ross  Perot,  I  assume  that 
Ross  Perot  still  owns  large  numbers  of  shares  of  General  Motors 
stock.  General  Motors  generates  earnings  from  production.  When 
those  earnings  are  netted  out  to  taxable  earnings,  Greneral  Motors 
pays  a  business-levied  income  tax  against  them  m  my  system  of  17 
percent,  same  as  an  individual.  Then  they  distribute  those  earnings 
to  the  owners  of  the  business.  They  are  not  taxed  a  second  time. 

We  must  have  a  tacit  presumption  that  there  is  a  separation  be- 
tween ownership  and  the  business  that  is  somehow  a  separate  en- 
tity from  its  owners  to  justify  a  double  taxation. 

What  I  think  bothers  a  lot  of  people — and  would  bother  even 
some  of  Ross  Perot's  backers — is  that  he  would  not  have  to  person- 
ally sit  down  and  file  the  papers  on  which  his  taxes  are  paid. 

We  made  the  decision  to  tax  that  income  at  its  source,  rather 
than  at  the  point  of  distribution,  simply  because  of  the  efficiency 
to  do  this  is  5.4  million  man  hours,  something  we  are  trying  to  di- 
minish to  get  rid  of  the  deadweight  loss.  But  it  is  not  fair  or  accu- 
rate to  conclude  that  if  your  primary  source  of  income  is  the  owner- 
ship of  your  piece  of  the  rock,  that  you  escape  taxation. 

Finally,  the  point  about  people  who  inherit  wealth,  with  the  flat 
tax,  as  I  pointed  out,  there  will  be  more  people  inheriting  more 
wealth  because  there  will  be  less  of  it  taken  by  the  Government. 
I  think  that  is  good.  I  think  when  American  working  men  and 
women  realize  that  I  can  work  longer  and  harder  for  my  life  be- 
cause it  will  go  to  my  kids,  they  will  work  harder  and  be  more  pro- 
ductive. If  given  the  choice  to  express  your  love  for  your  Govern- 
ment or  your  love  for  your  children,  most  Americans  will  put  their 
children  first.  I  think  that  is  a  wise  choice. 

So  that  you  just  can't  allow  your  definition  of  good  tax  liability 
to  be  written  by  an  animus  toward  those  people  who  have  the  good 
judgment  of  picking  their  parents  wisely.  Some  people  are  going  to 
inherit. 

Jane  Fonda  inherited  her  father's  name.  Whether  or  not  she  in- 
herited talent  is  debatable.  But  by  virtue  of  being  Jane  Fonda,  she 
made  a  lot  of  money.  That  name  was  a  capital  asset.  I  might  be 
willing  to  double  tax  Jane  Fonda's  income,  but  I  am  sure  she  would 
proclaim  that  to  be  quite  unfair. 

Mr.  Kennedy.  You  make  your  point  very  well.  There  is  a  con- 
centration of  wealth  in  this  Nation.  That,  I  would  venture  to  say, 
is  a  point  with  which  you  would  agree  with.  Objective  analysis  vali- 
dates that  there  is  a  concentration  of  wealth. 

So,  given  that  acknowledgment,  and  while  we  may  disagree 
about  how  much  1  percent  of  this  country  owns  and  what  kind  of 
concentration  has  developed  over  the  past  couple  of  decades,  there 
is  now  a  moral  challenge  created  by  that  concentration  of  wealth. 

What  is  your  answer  to  that  in  terms  of  your  philosophy  that 
those  who  do  have  money  should  keep  it  and  pass  it  on? 

Mr.  Armey.  One  has  to  be  careful  when  one  talks  about  con- 
centration  of  wealth.   What   do   we   measure   when    we   measure 
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wealth?  When  it  conies  to  the  corporate  ownership  of  our  Nation's 
productive  assets,  one  of  the  things  I  think  is  very  important  for 
us  to  understand,  69  percent  of  the  ownership  of  capital  in  America 
rests  either  in  the  retirement  programs  of  working  Americans  or  in 
the  hands  of  retired  Americans. 

I  was  shocked  to  discover,  in  terms  of  the  ownership  of  wealth, 
that  my  original  home  State  of  North  Dakota  had  more  millionaires 
per  capita  than  any  other  State  in  the  Union  because  they  all  own 
all  that  farmland.  It  is  a  fascinating  thing  to  see  a  State  full  of  mil- 
lionaires, all  of  whom  have  no  money.  There  is  a  concentration  of 
wealth,  but  they  are  not  making  any  money  off  of  it. 

These  aberrations  feed  into  the  vision  of  wealth.  But  I  think  that, 
one,  the  extent  to  which  there  is  a  concentration  of  wealth  is  exag- 
gerated. But,  unhappily,  the  wealthy  are  very  visible.  Nobody  does 
a  TV  show  about  the  lifestyles  of  the  poor  and  anonymous.  What 
they  got  is  what  we  all  want.  So,  it  is,  again,  very  visible.  So,  I  do 
think  there  is  an  exaggeration  of  that. 

The  other  side  of  that  is  that  is  what  America  is  about.  America 
is  about  getting  rich.  We  are  a  land  of  freedom.  Most  Americans 
I  think  have  the  good  grace  to  say  ain't  you  lucky  you  made  it  rich 
and,  by  golly,  I  am  going  to  get  there,  too.  As  Woody  Hayes  said, 
the  harder  I  work,  the  luckier  I  get.  I  don't  worry  about  that  too 
much. 

Chairwoman  Smith.  We  have  one  last  Member  with  questions. 
We  do  have  an  additional  panel,  so  I  hate  to  tell  you  to  keep  it 
short,  and  I  won't. 

Mr.  Bartlett.  I  have  only  one  question,  so  it  will  not  be  hard 
to  keep  it  short.  I  was  very  disappointed  not  to  be  able  to  be  here 
because  of  a  subcommittee  markup  for  this  whole  hearing.  As  a 
person  who  has  always  filled  out  my  own  income  taxes,  and  I  oper- 
ate a  farm  and  I  had  salaried  income  and  I  ran  a  business,  so  my 
income  taxes  is  a  multiday  event  every  year,  I  have  a  question 
about  business  taxes. 

Is  it  not  true  that  to  the  extent  that  the  increased  taxes  on  busi- 
ness are  not  offset  by  the  savings — that  is,  the  savings  in  cost  of 
capital  and  the  savings  on  accounting  efficiencies — is  that  not  then 
a  negative  thing  for  two  reasons,  one,  it  becomes  a  regressive  tax 
because  the  poorest  of  people  have  to  buy  the  products  of  industry, 
and  I  think  it  is  axiomatic  that  you  cannot  tax  a  business;  they 
simply  pass  on  the  tax  and  it  is  ultimately  paid  by  the  consumer. 

Is  tnere  not  a  second,  really,  "downer"  from  that  and  that  is  that 
it  now  makes  our  businesses  even  less  competitive  internationally, 
so  that  the  diminishing  share  of  foreign  trade  that  we  are  now  get- 
ting would  become  even  less  as  we  tax  businesses  more  than  we 
now  tax  them? 

Senator  Specter,  That  is  the  hardest  question  that  Majority 
Leader  Armey  and  I  have  faced  in  our  multiple  rounds.  I  am  sorry 
he  was  diverted  when  the  question  was  asked,  so  I  will  answer. 

The  offset  of  the  $245  billion  in  extra  taxes  is  $165  billion  in  sav- 
ings on  reporting  and  the  availability  of  capital  at  reduced  cost, 
and  also  the  expensing — that  is,  the  full  deductibility  in  the  first 
year — all  of  which  combine  to  make  the  business  leaders  very  en- 
thusiastic about  the  flat  tax. 
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It  is  hard  to  really  respond  accurately  to  the  passing  on  of  the 
costs  to  the  consumers.  But  in  the  business  community,  this  tax 
has  been  met  with  overwhelming  approval. 

The  issues  which  are  really  raised  are  the  ones  which  Congress- 
man Kennedy  raised  a  few  minutes  ago  about  the  prospective  re- 
fressive  nature  of  the  tax  and  would  the  people  in  the  $50,000  to 
70,000  category  be  paying  more  taxes  as  opposed  to  the  people  in 
the  $200,000-plus. 

Those  statistics  work  out  in  a  very  favorable  way  for  middle-in- 
come Americans  with  no  taxes — in  my  bill,  up  to  $25,500  and  the 
Majority  Leader's,  up  to  $36,000.  The  very  wealthy  are  paying 
taxes  because  there  are  no  loopholes  and  gimmicks  and  the  rate 
works  out  for  the  people  in  the  $50,000  to  $70,000  category  to  be 
lesser.  So,  that  it  is  really  a  win/win  situation  all  the  way  around. 

What  I  think  we  really  need  to  do  is  to  have  more  hearings  like 
this  one  so  people  become  familiar  with  it  and  understand  the  pro- 
growth  side  of  it,  as  well  as  the  simplicity  side. 

Mr.  Armey,  Let  me  just  say,  this  is  a  very  difficult  question  to 
address  empirically,  but  presumption  that  a  tax  levied  against  a 
business  enterprise  will  be  passed  through  and  borne,  in  fact,  in 
this  instance,  by  the  consumer  and  therefore  be  regressive  as  a 
sales  tax,  really  requires  that  there  be  insufficient  competition  in 
the  process  to  eliminate  the  ability  of  the  firm  to  maintain  the 
price  high  enough  to  capture  that  which  we  know  in  the  discipline 
of  economics  as  a  rent  or  in  fact  a  profit. 

The  fact  is,  "profits"  is  a  term  that  is  used  more  carelessly  in  this 
country,  so  that  if  you  have  a  competitive  economy  where  the 
prices  are  forced  to  be  low  enough  so  that  business  earnings  are, 
in  fact,  what  is  called  the  opportunity  cost  level  of  earnings  without 

Erofit,  then,  of  course,  the  burden  of  the  tax  which  is  borne  by  the 
usiness  is  not  passed  through  to  the  consumers. 

Any  effort  to  raise  the  price  would  be  met  by  competition  and 
slapped  down.  In  a  flat  tax,  pro-gprowth  world  where  there  is  an 
enormous  incentive  for  investment  and  savings,  you  would  have 
the  numbers  of  competing  enterprises  that  would  give  you  the  com- 
petitive environment  to  eliminate  the  profit  capturing  taxes,  and 
therefore  assure  that  the  tax  would  be  captured  by  the  owners  of 
the  business  and  not  passed  on  to  the  customers  of  the  business. 

It  doesn't  really  matter  what  kind  of  tax  system  you  have.  You 
will  never  eliminate  the  profit  insulation  from  tax  liability  unless 
you  have  sufficient  competition  to  eliminate  the  profits  which,  of 
course,  in  any  well-working  economy  profits  would  always  be  zero, 
except  for  short-term  aberrations.  Profits  are  the  product  of  a  mo- 
nopoly power  and  all  monopoly  power  is  granted  by  the  Grovern- 
ment.  One  of  the  favorite  sources  of  the  Government  for  granting 
a  monopoly  power  is  through  complex  Tax  Codes. 

So  I  think  we  do  a  good  deal  to  help  the  situation  in  the  process. 
But  this  is  a  regressivity  argument  that  I  find  fascinating.  Unhap- 
pily, it  is  difficult  to  handle  it  comparatively. 

Chairwomen  Smith.  We  need  to  go  to  the  next  panel.  Thank  you 

fentlemen,  all  of  you.  I  hope  you  will  come  back,  maybe  for  the 
uly  hearings.  Thank  you. 

The  next  panel  is  Mr.  Glover,  Mr.  Hense.  Thank  you,  gentlemen. 
Obviously,  we  have  got  plenty  of  people  to  testify  and  tnat  means 
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that  we  have  you  later  than  we  certainly  wanted  to.  We  welcome 
you  today  and  this  is  just  the  beginning. 

I  think  you  noticed  in  the  earlier  testimony,  if  you  were  here — 
some  of  you  were,  some  of  you  weren't — I  made  the  statement  that 
this  was  the  beginning  of  public  testimony  or  public  debate  that 
would  be  going  on  in  America. 

We  certainly  want  the  American  people  to  know  what  is  going 
on,  weigh  in,  understand  it,  as  they  push  the  public  debate.  Small 
business  owners  and  entrepreneurs,  in-home  business,  are  all  a  sig- 
nificant part  of  our  economy;  and  so  we  want  to  weigh  in  now  and 
carry  this  on  over  the  next  year. 

So,  with  that,  we  would  ask  that  Mr.  Glover  begin,  and  thank 
you  for  coming. 

TESTIMONY  OF  THE  HONORABLE  JERE  W.  GLOVER,  CHIEF 
COUNSEL,  OFFICE  OF  ADVOCACY,  UNITED  STATES  SMALL 
BUSINESS  ADMINISTRATION 

Mr.  Glover.  First,  I  would  like  to  request  that  my  entire  state- 
ment be  included  in  the  record.  I  would  also  like  to  say  that  the 
views  expressed  today  are  those  of  the  Chief  Counsel  for  Advocacy 
and  not  necessarily  those  of  SBA  or  the  administration.  We  are  an 
independent  office  and  we  present  our  views  based  on  what  we 
think  the  effects  of  legislation  will  be  on  small  business,  and  they 
may  not  always  be  those  of  the  administration.  We  don't  have  a 
specific  position  of  the  administration  on  any  of  these  issues  today. 

We  start  off  looking  at  this  situation,  recognizing  that  small  busi- 
ness is  in  basically  very  good  shape.  We  are  seeing  record  new 
businesses  started  and  failure  rates  going  down.  We  are  seeing  in- 
creases in  incomes,  sole  proprietor  income  as  well  as  business  in- 
come. Basically  the  small  business  community  is  having  some  of 
the  better  years  of  growth.  Small  business  remains  the  job  genera- 
tor and  has  been  so  for  recent  history. 

We  think  it  is  very  wise  of  you  to  look  at  this  proposal  because 
it  will  have  a  massive  impact  on  small  business.  Looking  at  the 
White  House  Conference,  and  I  think  it  is  important  to  look  at  the 
various  White  House  Conferences  and  see  what  small 
businesspeople  around  the  country  have  thought  about  various  tax 
proposals. 

One  of  the  1980  White  House  Conference's  recommendations  that 
came  out  was  for  a  graduated  corporate  income  tax.  The  idea  being 
that  we  wanted  to  see  smaller  firms  be  able  to  retain  more  of  their 
capital.  Recognizing  the  capital  shortage  that  small  businesses 
have,  the  White  House  Conference  chose  that  as  one  of  their  top 
recommendations. 

In  1986,  expressing  small  business'  irritation  with  constant 
changes  in  the  tax  laws,  they  came  down  with  a  proposal  that  said, 
please  don't  change  the  tax  laws  anymore.  They  didn't  know  what 
they  wanted,  but  they  knew  they  were  tired  of  the  tax  laws  being 
changed  on  a  continuous  and  regular  basis.  One  of  the  top  rec- 
ommendations was  just  to  stop  changing  the  tax  law. 

As  you  know,  that  didn't  happen.  We  have  had  three  major  tax 
changes  since  the  1986  White  House  Conference.  The  current 
White  House  Conference — and  I  have  attended  over  half  of  the 
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State  conferences — and  all  but  one  of  the  regional  conferences  have 
looked  at  this  issue. 

In  three  of  the  regional  conferences,  it  has  been  one  of  the  50  rec- 
ommendations. It  wasn't  ranked  particularly  high — 13  was  the 
highest  in  Texas.  It  was  22nd  in  Atlanta  ana  it  was  44th  in  New 
York.  In  the  other  three  regions,  it  did  not  place  in  the  top  50.  But 
clearly  there  has  been  a  good  deal  of  debate  in  the  White  House 
Conference  about  the  flat  tax  proposals. 

There  is  unanimous  agreement  by  small  business  that  the  tax 
laws  need  to  be  simplified.  There  is  no  question  about  that.  They 
consider  it  to  be  the  biggest  paperwork  burden  that  exists,  the  big- 
gest recordkeeping  and  probably  the  most  burdensome  Government 
regulation.  We  recently  had  a  study  completed  for  us  that  indicates 
that  70  percent  of  small  firms  with  under  20  employees  consider 
tax  recordkeeping  and  payroll  records  to  be  their  biggest  regulatory 
burden. 

So  clearly  that  is  a  problem.  There  is  no  question  that  most 
small  businesses  don't  like  Government  influence.  This  is  what 
comes  out  in  the  debates. 

But  the  most  controversial  part  of  the  debates  in  these  White 
House  Conferences  has  been  tax  reductions.  There  has  been  a  gen- 
eral question  as  to  whether  they  really  will  receive  any  tax  deduc- 
tions, some  discussion  about  which  rates  you  look  at.  But  those  are 
the  contexts  in  which  we  have  been  hearing  the  proponents  and  op- 
ponents of  the  flat  tax  debate  the  issue,  and  I  think  it  is  important 
that  we  talk  a  little  bit  about  what  small  business  is  thinking  now. 
The  White  House  Conference  is  the  only  real  proxy  we  have  for 
that. 

We  are  hearing  it  discussed.  Much  like  the  rest  of  America  and 
certainly  in  the  Congress,  they  haven't  made  up  their  mind  about 
it  yet.  They  are  looking  for  information. 

The  Office  of  Advocacy  had  a  tax  model  in  1986  that  looked  at 
a  variety  of  things.  Now,  while  this  is  certainly  not  a  new  tax 
model — it  is  an  old  tax  model,  but  it  does  give  us  some  insights  into 
factors  to  consider.  One  of  the  things  that  it  did  find  was  that  small 
business  is  far  more  debt  intensive  than  equity  intensive. 

Small  businesses  ordinarily  cannot  raise  the  capital  that  they 
need  and  they  have  to  go  seek  debt.  We  have  attached  a  chart  indi- 
cating that  in  terms  of  measurable  methods  of  financing;  small 
business  gets  about  one-tenth  of  what  large  firms  do  in  terms  of 
equity  financing  and  debt  financing. 

Another  thing  our  model  indicates  is  that  a  gpraduated  income  tax 
favors  small  business.  When  you  flatten  the  rate  it  tends  to  in- 
crease the  taxes  on  small  business  and  decrease  the  taxes  on  large 
businesses.  It  also  indicates  that  there  are  labor-  versus  capital-in- 
tensive businesses.  Small  businesses  are  primarily  labor  intensive, 
and  the  flat  tax  obviously  allows  you  to  write  off  capital  expendi- 
tures when  you  make  them  and  that  would  tend  to  favor  large 
firms  over  small  firms. 

We  are  concerned  with  the  statement  that  there  will  be  three 
times  more  revenue  raised  from  businesses  as  a  result  of  the  flat 
tax.  That  gives  me  great  pause.  So,  we  tried  to  look  at  it,  and  what 
we  found,  looking  at  the  source  of  income  from  the  Internal  Reve- 
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nue  Service,  is  that  basically  68  percent  of  small  businesses  are 
currently  paying  below  17  percent  as  an  effective  tax  rate  today. 

Most  small  businesses  don't  make  very  much  profit  and  don't 
make  very  much  money.  If  you  increase  their  taxes,  if  you  elimi- 
nate some  of  their  deductions,  many  of  these  businesses  have  been 
hanging  on  by  their  fingernails  and  obviously  you  have  to  be  con- 
cerned. This  adjustment  period  certainly  is  a  real  problem  because 
you  are  going  to  have  a  number  of  small  businesses — if  you  raise 
their  taxes  and  eliminate  their  deductions  by  a  few  thousand  dol- 
lars, they  cannot  survive  and  they  cannot  continue.  This  is  where 
small  business  is  when  we  look  at  the  numbers. 

We  also  look  at  the  fact  that  certainly  large  firms  would  love  the 
flat  tax,  without  any  question,  because  they  are  going  to  receive  a 
dramatic  reduction.  The  effective  tax  rate  for  large  businesses  is 
more  or  less  a  bell-shaped  curve.  As  I  point  out  on  page  7  of  my 
testimony,  what  you  see  is  the  smallest  firms  pay  15  to  16  percent 
in  taxes,  while  firms  with  over  a  million  dollars  in  assets  jump  up 
to  21  percent;  over  $5  million,  jump  up  to  $30  million;  and  then  the 
very  largest,  over  $250  million,  drop  back  down  to  $29  million.  So, 
basically  large  firms  are  paying  29  to  32  percent. 

They  are  going  to  see  a  dramatic  reduction  when  vou  go  to  17 
percent.  We  expect  them  to  like  it.  On  the  other  hana,  small  busi- 
ness is  going  to  lose  some  of  their  deductions  and  we  see  that  as 
a  problem. 

In  conclusion,  we  certainly  want  simplification  for  small  busi- 
ness. But  I  think  we  have  to  ask  real  questions  about  where  the 
burden  is  going  to  be.  If  small  business,  because  we  don't  have  the 
voice  when  the  time  comes  to  make  pressure  with  Congress,  we 
don't  get  the  influence,  most  of  that  additional  $200  billion  of  addi- 
tional revenue  may  well  come  from  small  business  because  if  you 
raise  the  rate  above  17  percent,  you  see  far  more  small  businesses 
having  to  pay  much  more  than  they  currently  pay.  Thank  you. 

[Mr.  Glover's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you.  The  Members  do  have  to  vote. 
We  will  come  back.  I  am  sure  it  is  going  to  be  difficult  for  some, 
but  we  do  want  to  get  the  testimony  on  the  record.  So,  we  will  stop 
at  this  point  and  in  about  10  minutes,  be  back. 

[Recess.] 

Chairwoman  SMITH.  We  will  come  back  and  receive  the  rest  of 
the  testimony  of  the  folks  that  have  been  so  patient  to  wait,  if  they 
would  come  back  to  the  table. 

You  that  have  been  around  here  are  as  irritated  as  I  am  by  these 
interruptions,  and  I  hear  people  say,  this  is  the  way  it  has  gone 
for  years.  We  always  do  this. 

Mr.  Thayer.  You  will  get  used  to  it. 

Chairwoman  Smith.  Will  I?  Gk)od. 

Would  you  proceed? 

TESTIMONY  OF  PAUL  HENSE,  TAX  COMMITTEE,  NATIONAL 

SMALL  BUSINESS  UNITED 

Mr.  Hense.  My  name  is  Paul  Hense.  I  am  a  CPA  from  Grand 
Rapids,  Michigan.  I  have  a  small  firm,  and  I  am  an  elected  dele- 
gate to  the  White  House  Conference  on  Small  Business.  I  am  really 
thrilled  that  the  National  Small  Business  United  invited  me  here 
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when  I  look  at  who  these  other  people  are.  This  is  my  first  time 
testifying,  so  you  will  forgive  me  if  I  get  tongue  tied. 

Chairwoman  Smith.  I  am  also  new  here. 

Mr.  Hense.  You  also  have  an  accounting  background,  so  you 
know  that  we  are  sort  of  shy  and  not  supposed  to  be  good  with 
words. 

Chairwoman  Smith.  We  have  to  be  careful  not  to  think  about  los- 
ing $75  an  hour  because  of  the  business  we  are  going  to  lose  when 
they  talk  about  making  it  simpler,  don't  we? 

Mr.  Hense.  What  I  object  to  is  that  you  are  talking  about  a  sim- 
plified tax  at  the  same  time  they  are  talking  about  reducing  wel- 
fare. So,  I  am  thinking,  swell,  I  am  going  to  be  out  of  a  job  and 
I  am  not  going  to  have  anything  to  eat. 

Chairwoman  Smith.  Innovative  Americans  will  always  make  it. 
Please  proceed. 

Mr.  Hense.  There  are  a  few  things  that  concern  me  on  the  flat 
tax,  and  I  do  have  to  explain  something.  I  don't  know  what  the 
proper  terms  are,  so  if  I  call  you  by  the  wrong  name,  let  me  know, 
Madam  Chair. 

I  am  a  CPA  who  just  finished  tax  season.  I  went  off  to  the  White 
House  Conference  on  Small  Business,  and  I  have  250  wine  grapes 
and  40  apple  trees  and  cherry  trees  to  take  care  of.  Finding  the 
time  to  analyze  these  things  in  detail  is  not  easy. 

My  concern  on  this  basically  comes  from  this — I  am  not  on  the 
college  campus;  I  don't  spend  my  time  studying  the  tax  law  from 
the  standpoint  of  national  issues.  I  simply  deal  with  people  on  an 
everyday  basis.  My  practice  is  made  up  of  middle-class  people  and 
small  businesses,  and  that  is  what  I  deal  with  every  day.  That  is 
what  I  am  familiar  with.  So,  the  global  or  national  picture  on  this 
escapes  me  in  some  ways. 

Here  is  what  bothers  me,  the  problem  with  unexpected  results, 
one  example  is  the  1986  tax  reform,  which  ended  up  being  a  disas- 
ter, in  my  opinion — and  I  think  some  people  share  that.  The  only 
people  who  really  benefited  from  that  were  a  lot  of  attorneys  and 
a  few  Senators.  It  was  a  mess,  and  in  my  opinion,  had  a  lot  to  do 
with  leading  to  the  S&L  crisis. 

I  look  at  this  tax  bill,  and  even  though  I  understand  that  we 
need  simplification,  I  also  understand  that  the  American  public  is 
used  to  deducting  the  interest  in  taxes  on  their  home.  When  we  did 
away  with  a  lot  of  the  tax  breaks  relative  to  commercial  real  estate, 
commercial  real  estate  became  less  valuable,  people  didn't  then 
want  to  buy  and,  in  a  large  part,  here  came  the  S&L  crisis. 

There  is  also  another  issue  that  concerns  me.  I  have  a  feeling  to 
a  certain  extent  that  we  are  getting  onto  a  hot  button  here,  but  I 
am  not  sure  it  is  the  biggest  issue  going.  Congressman  Armey  was 
talking  about  the  income  tax  on  this  family  with  a  $36,800  income, 
they  would  have  no  income  tax.  They  would,  however,  have  $5,520 
in  self-employment  tax  if  they  owned  a  business.  Where  would 
somebody  come  up  with  that  kind  of  money  if  you  have  two  chil- 
dren and  you  are  imnning  a  small  business? 

The  income  tax  is  a  great  problem,  but  so  is  the  self-employment 
tax. 

Chairwoman  Smith.  You  are  talking  about  social  security? 
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Mr.  Hense.  Social  security  self-employment  tax.  The  self-em- 
ployed person's  social  security  is  called  self-employment  tax;  it  is 
15  percent  of  their  business  income. 

Another  example,  you  make  $20,000,  you  have  a  couple  of  kids, 
and  you  owe  $3,000  in  self-employment  tax.  Where  would  some- 
body making  $20,000  a  year  come  up  with  that  kind  of  money? 

Chairwoman  Smith.  You  are  making  a  conclusion — I  think  I  see 
where  you  are  going. 

Mr.  Hense.  I  don't  believe  this  affects  social  security.  I  keep 
reading  in  the  papers  that  social  security.  Medicare  and  all  of  that 
is  off  the  table,  we  are  not  going  to  discuss  that.  If  I  had  a  client 
in  talking  to  me  and  I  said,  your  budget  works  out  fine.  This  is 
good.  Everything  is  great.  You  don't  have  any  problems.  What  I  did 
was,  I  left  housing  and  food  out  of  your  expenses  and  your  budget 
comes  out  fine. 

A  tax  is  a  tax  is  a  tax  is  a  tax  is  a  tax,  whether  you  call  it  self- 
employment  tax  or  social  security  or  whatever  you  call  it.  They  are 
all  just  taxes  and  people  don't  differentiate.  People  don't  care  how 
you  take  the  money  from  them.  It  still  gets  taken  from  them. 

I  think  there  is  an  awareness  in  the  business  community  in  the 
small  business  community  and  public  in  general,  that  the  problem 
with  taxation  is  that  it  is  revenue  driven.  As  long  as  the  Federal 
budget  is  out  of  control  and  the  Federal  Government  spends  at  in- 
creasing rates,  they  have  got  to  get  the  money  from  somewhere. 

I  think  the  term  rearranging  the  deck  chairs  on  the  Titanic 
comes  to  mind  when  I  see  all  of  this. 

As  far  as  an  income  tax  goes,  this  is  total  income  tax  and  expla- 
nations for  the  1926  Federal  revenue  income  tax.  That  is  it.  That 
is  the  t£ix  and  the  explanations. 

Is  an  income  tax  bad?  Or  is  a  graduated  income  tax  bad?  I  am 
not  smart  enough  to  know  the  answer  to  that,  but  I  do  know  this: 
When  you  change  depreciation  over  and  over  again  and  you  make 
all  of  these  changes  and  all  these  political  things  come  into  play, 
you  totally  lose  sight  of  what  is  going  on. 

As  far  as  compliance  goes,  there  have  been  a  couple  of  things 
said  as  I  was  sitting  here.  I  basically  have  myself  and  four  employ- 
ees. We  have  grown  about  25  percent  in  the  last  couple  of  years, 
and  we  have  one  fewer  employee.  Yes,  we  do  need  tax  simplifica- 
tion. Yes,  I  am  a  CPA  and  30  percent  of  my  income  comes  from 
personal  income  tax  preparation. 

But  a  lot  of  the  costs  of  compliance  has  been  driven  by  comput- 
ers. I  have  not  done  a  depreciation  schedule  in  the  last  5  years. 
The  massive  change  in  an  income  tax — I  think  that  most  of  us  un- 
derstand that  evolution  sometimes  is  better  than  revolution.  I  be- 
lieve that  we  could  make  very  quickly  some  basic  fundamental 
changes  in  the  taxes  that  would  simplify  them  down  to  where  the 
system  would  become  much  more  reasonable. 

Michigan  did,  in  1976,  a  complete  change  in  their  business  tax 
structure,  the  Michigan  single  business  tax — same  argument  as  all 
of  this,  we  are  going  to  do  away  with  all  of  that  and  come  out  with 
one  tax.  It  has  been  modified  and  changed  so  many  times,  I  can't 
believe  it;  and  now,  I  would  say  in  the  next  year  it  will  be  gone 
and  they  will  go  to  something  else — who  knows  what? 
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My  basic  feeling — I  am  not  a  Ph.D.  and  don't  come  from  a  college 
campus,  I  work  with  everyday  people,  middle-income  people — is 
that  we  could  correct  this  rather  than  with  a  revolution,  not  wav- 
ing a  postcard  and  saying  this  is  the  answer.  Sometimes  the  sim- 
plest answer  is  absolutely  wrong.  We  find  that  in  business  all  the 
time. 

The  current  income  Tax  Code  could  be  simplified  tremendously 
with  just  some  basic  changes. 

Thank  you. 

Chairwoman  Smith.  Thank  you.  There  will  be  an  opportunity 
both  to  talk  about  the  relationship  of  payroll  taxes  to  this  debate 
and  other  simplification,  as  well  as  other  proposals  to  simplify, 
such  as  a  consumption  tax,  value-added  taxes,  et  cetera.  So,  please 
stay  engaged  in  this,  and  we  appreciate  hearing  from  you  again. 
You  did  just  fine  for  your  first  time. 

[Mr.  Hense's  statement  may  be  found  in  the  appendix.! 

Chairwoman  Smith.  Mr.  Lucier.  Did  I  say  that  right? 

TESTIMONY  OF  JAMES  P.  LUCIER,  JR.,  DIRECTOR  OF 
ECONOMIC  RESEARCH,  AMERICANS  FOR  TAX  REFORM 

Mr.  Lucier.  Yes,  you  did.  It  is  wonderful  to  be  here  today  be- 
cause I  think  this  is  a  historic  time  of  transformation  in  American 
business,  the  American  economy  and  American  society  at  large.  I 
would  like  to  make  a  startling  prediction.  I  will  predict  flat  out 
that  a  variant  of  the  Hall-Rabushka  flat  tax  will  be  enacted  in 
1997.  I  also  think,  when  passed,  it  will  be  substantially  the  same 
as  the  proposal  introduced  by  Mr.  Armey.  Its  effect  will  be  twofold. 

First,  it  is  going  to  rapidly  accelerate  America's  movement  into 
the  Information  Age  with  an  advanced  participatory  democracy  and 
sophisticated  knowledge-intensive  economy  led  by  small  business. 

Second,  the  flat  tax  will  make  America  the  small  business  capital 
of  the  world.  I  am  going  to  do  sort  of  megatrends-type  presentation 
here  just  to  shift  the  emphasis  we  have  had.  But  let  me  con- 
centrate first  on  the  single  most  important  change  in  American  pol- 
itics which  mirrors  a  broader  change  in  the  economy  overall  and 
that  is,  in  a  word,  C-SPAN. 

The  last  couple  of  tax  reforms  we  have  had — including  the  last 
major  tax  reform,  1986 — those  were  in  an  era  when  a  lot  of  back 
room  dealing  could  dominate  how  the  Tax  Code  was  written. 
Today,  things  are  different  because  people  can  reasonably  expect  to 
see  every  single  thing  that  happens  on  the  House  and  Senate  floor. 

People  can  also  reasonably  expect  to  have  access  to  every  single 
bill  the  House  and  Senate  consider.  Because  they  can  see  these 
bills  and  because  they  can  read  them  and  because  they  hear  about 
them  more  on  talk  radio,  or  because  they  can  get  the  actual  text 
of  the  bills  on  their  home  computers,  they  are  going  to  demand  rel- 
atively simple  proposals,  clear,  concise  bills  that  they  can  read  and 
understand  for  themselves. 

We  have  had  a  couple  of  nasty  surprises  in  the  past  couple  of 
years,  a  1,400-page  health  care  plan  with  all  kinds  of  stuff  in  it; 
a  Clean  Air  Act  that  did  not  necessarily  deal  with  clean  air  in  an 
uncontroversial  and  straightforward  way;  a  crime  bill  that  had  all 
kinds  of  pork,  all  kinds  of  perks,  all  kinds  of  goodies  hidden  in  it 
for  special  constituencies. 
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I  am  a  strong  proponent  of  free  trade,  but  look  at  that  20,000- 
page  GATT  agreement.  The  biggest  problem  with  the  GATT  agree- 
ment was  that  people  couldn't  find  out  what  was  in  it  and  didn't 
trust  a  20,000-page  agreement  not  to  have  a  lot  of  special  deals  in 
it. 

Today's  Information  Society  is  one  which  has  basically  zero  toler- 
ance for  unnecessary  complexity,  and  I  think  based  on  the  polling 
I  have  seen  and  based  on  some  focus  groups  I  have  been  conduct- 
ing— I  just  came  back  from  doing  one  in  Atlanta,  Georgia,  in  Mr. 
Gingrich's  district  the  other  day — the  thing  that  appeals  to  people 
about  the  flat  tax  is  not  necessarily  its  economic  effect  and  not  nec- 
essarily the  effect  of  eliminating  tne  double  taxation  of  capital  and 
not  even  necessarily  losing  the  compliance  costs  of  the  Code;  it  is 
the  fact  that  they  can  understand  it. 

It  is  a  simple  approach  which  gives  them  confidence  that  they 
know  exactly  what  they  are  going  to  pay,  and  more  importantly, 
that  they  know  what  General  Motors  is  going  to  pay,  that  they  can 
find  out  what  tax  breaks  their  rich  uncle  gets,  what  any  Fortune 
500  company  is  paying.  They  know  that  the  same  system  applies 
to  them.  It  is  a  comprehensible  system  with  none  of  the  shell 
games,  deductions,  credits  and  schedules  and  other  complications 
that  hide  not  only  the  overall  tax  burden,  but  the  incidence  of  these 
taxes  on  particular  people. 

When  you  have  the  same  tax  system  that  applies  to  everyone 
equally,  this  means  that  the  politicians  in  Congress — I  don't  mean 
to  cast  aspersions  here,  but  people  who  want  to  spend  Government 
money — won't  be  able  to  do  the  classic  divide-and-conquer  routine 
they  nave  done  against  this  community. 

Chairwoman  SMITH.  I  haven't  been  here  long  enough  to  get  of- 
fended by  that. 

Mr.  LuciER.  Actually,  we  are  coming  up  to  one  of  your  special- 
ties, though,  which  is  the  supermajority  requirement.  Suppose  you 
can  no  longer  tell  people  that  this  particular  tax  only  affects  the 
very  rich,  the  millionaires,  the  people  earning  over  $200,000  a  year. 
Suppose  you  can  no  longer  get  the  acquiescence  of  big  business  in 
return  for  preserving  some  form  of  special  deduction  or  special  ex- 
emption or  special  widget  credit,  and  suppose  you  have  a  united 
front  against  any  tax  increase.  This  is  a  way  of  locking  the  Govern- 
ment's consumption  share  of  the  economy  in  place. 

My  good  friend  and  colleague —  in  may  ways  a  mentor,  Richard 
Rahn — was  here  earlier  this  morning  showing  you  a  graph,  the  fa- 
mous Rahn  curve,  which  shows  how  economic  growth  correlates 
very  well  with  the  overall  share  that  the  Government  takes  of  the 
economy  in  taxes. 

Up  to  a  certain  point,  effective  Government,  larger  Government 
does  mean  more  growth.  But  beyond  a  certain  point,  a  point  which 
we  just  about  have  reached,  more  Government  means  less  growth. 
The  bigger  the  Government's  consumption  share  of  GDP,  the  more 
the  Grovernment  takes  away  from  producers  in  taxes,  the  slower 
your  economic  growth  is. 

The  flat  tax,  combined  with  a  supermajority  provision,  which  we 
are  strongly  urging  Mr.  Armey  to  incluae  in  his  bill,  will  give  us 
the  ability  to  limit  taxes  and  gpradually  ratchet  them  downward, 
gradually  decrease  the  size  and  scope  of  the  Federal  Government 


38 

overall.  This  will  have  very  important  consequences  both  for 
growth  and  the  way  we  run  our  economy. 

Think  of  the  distributed  processing  system  that  very  sophisti- 
cated computers,  computer  networks  use.  People  share  information 
now  in  all  kinds  of  ways  through  office  LAN's.  Major  Fortune  500 
companies  are  flattening  out  and  eliminating  whole  levels  of  mid- 
dle management  today  and  spinning  it  off  to  former  employees  and 
contractors  in  many  cases. 

A  lot  of  these  people  are  people  who  work  out  of  their  homes 
using  home  computers  and  whatever  intellectual  capital  they  have 
got.  Two  big  resources  to  this  economy  right  now  are  middle-aged 
men  who  have  lost  their  positions  as  middle  managers  and  women 
who  are  starting  small  businesses.  Most  small  businesses  are  start- 
ed by  women  these  days. 

What  is  the  biggest  problem  small  businesses  have  starting  up? 
Lack  of  investment  capital.  Most  small  businesses  have  to  rely  en- 
tirely on  private  risk  capital  from  family  and  friends.  I  forget  the 
figure  that  came  up  earlier  this  morning,  but  we  had  one  of  our 
eminent  experts  tell  us  small  business  receives  only  9.6  percent  of 
institutional  financing.  Basically,  smaller  businesses  do  not  have 
the  institutional  financial  resources  available  to  them  that  larger 
businesses  do. 

The  flat  tax  will  allow  smaller  businesses  to  participate  better  in 
the  information  economy,  and  they  would  also  have  greater  access 
to  startup  capital  to  do  more. 

Why  is  this  going  to  open  a  worldwide  growth?  Why  is  this  going 
to  open  worldwide  opportunity  for  smaller  businesses?  I  think  once 
you  see  U.S.  tax  rates  come  down,  especially  marginal  rates,  taxes 
on  capital,  as  well,  come  down,  you  will  see  other  countries  in  the 
world  have  to  simplify  their  tax  systems  just  to  keep  up  with  us. 

We  saw  that  after  the  1981  tax  reforms  and  to  a  slighter  extent 
afler  1986.  "Steuerrechnung"  was  something  that  was  on  the  cover 
of  all  the  German  magazines — rationalization,  simplification,  flat- 
tening out  of  the  Grerman  system. 

I  think  a  flat  tax  in  the  United  States  could  be  our  leading  wedge 
to  make  markets  around  the  world  more  open  and  economies  more 
open  by  deregulation  and  smaller  Government  shares  there,  too. 

Chairwoman  Smith.  Thank  you. 

[Mr.  Lucier's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Mr.  Lear. 

TESTIMONY  OF  JEFFREY  LEAR,  CHAIRMAN  OF  AD  HOC  COM- 
MITTEE ON  ALTERNATIVE  TAX  SYSTEMS,  SMALL  BUSINESS 
LEGISLATIVE  COUNCIL 

Mr.  Lear.  Thank  you.  Madam  Chair.  I  am  the  Director  of  Fed- 
eral Affairs  and  Tax  Counsel  for  the  National  Society  of  Public  Ac- 
countants. The  Society  is  1  of  nearly  100  small  business  organiza- 
tions that  work  together  through  the  Small  Business  Legislative 
Council,  or  SBLC,  and  it  is  on  behalf  of  the  SBLC  and  its  member 
associations  that  I  speak  here  today. 

Your  invitation  correctly  noted  that  SBLC  does  not  currently 
have  an  official  position  in  the  comprehensive  tax  reform  debate. 
But  some  fundamental  principles  have  begun  to  emerge  that  will 
define  what  small  business  needs  from  comprehensive  reform,  and 
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SBLC  would  like  to  share  some  thoughts  on  those  principles  with 
you  today. 

Your  invitation  asks  three  questions  relative  to  the  flat  tax.  One, 
what  is  the  likely  impact  of  the  flat  tax  on  small  business?  Two, 
how  effective  would  a  flat  tax  rate  be  in  stimulating  growth  in 
small  business?  Three,  what  details  and  considerations  critical  to 
small  business  need  to  be  considered? 

The  third  question  is  actually  the  key  to  answering  the  first  two. 
Two  main  considerations  will  define  the  impact  and  effectiveness  of 
a  flat  tax,  or  any  other  alternative  tax  system  for  that  matter  on 
small  business.  First,  any  new  tax  system  must  clearly  define  its 
relationship  with  the  current  tax  system.  Second,  the  effectiveness 
of  a  new  tax  system  will  depend  much  more  on  the  tax  base  to 
which  it  applies  than  upon  the  rate  it  applies  to  that  base. 

The  first  detail  which  must  be  clear  in  comprehensive  tax  reform 
is  the  relationship  of  any  new  system  to  the  current  Internal  Reve- 
nue Code.  If  the  new  system  is  meant  to  replace  the  current  IRC, 
it  must  begin  by  defining  many  of  the  terms  that  are  defined  to 
some  extent  in  the  current  Code.  It  must  include  some  sections  of 
the  current  Code  not  related  to  the  taxation  of  income,  such  as  pen- 
alties and  the  like  for  failure  to  pay. 

If  a  new  system  is  meant  to  add  a  new  tax  to  the  current  system, 
possibly  with  some  types  of  comprehensive  reform,  the  relationship 
between  the  two  systems  must  be  clearly  defined. 

On  that  note,  while  SBLC  does  not  currently  have  an  official  po- 
sition on  alternative  tax  systems,  this  much  is  for  certain.  It  is  dif- 
ficult to  imagine  small  businesses  supporting  a  reform  which  adds 
another  layer  of  tax  to  the  current  system.  Another  layer  on  top  of 
the  already  burdensome  reporting  and  payment  requirements 
would  detract  from  the  small  businessperson's  capacity,  requiring 
more  time  be  spent  on  paperwork  than  business  activities. 

Although  SBLC  will  not  dismiss  a  proposal  without  first  examin- 
ing it,  any  proposal  that  will  add  a  new  layer  of  tax  will  be  viewed 
with  a  wary  eye. 

The  next  consideration  which  is  critical  to  small  business  and  all 
taxpayers  is,  what  constitutes  income  that  will  be  subject  to  the  tax 
or  the  tax  base?  Many  argue  that  a  broad-based  tax  is  needed  in 
order  to  replace  the  current  income  tax  and  to  substantially  reduce 
the  percentage  of  income  taxed. 

There  exist  at  least  three  alternatives  to  a  simple,  broad-based 
tax-everything  approach  that  would  target  consumption  of  income 
rather  than  income  itself.  The  first  is  a  point-of-sale  base  which 
taxes  purchases  when  made.  This  would  include  a  national  sales 
tax  or  possibly  a  value-added  tax. 

Small  businesses  are  concerned  about  these  taxes,  in  theory  be- 
cause of  the  possibility  of  increased  recordkeeping  and  the  possibil- 
ity of  declining  sales  if  costs  are  driven  up  at  the  purchase  point. 

Concern  also  exists  that  these  types  of  taxes  seem  the  most  likely 
candidates  for  addition  to  rather  than  replacement  of  the  current 
tax  system. 

In  response  to  your  question  about  stimulating  growth  in  small 
business,  this  type  of  tax  seems  the  least  likely  to  create  new  rea- 
sons for  investment. 
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A  different  approach  is  to  tax  consumption  by  subtracting  from 
income  amounts  that  a  taxpayer  is  able  to  invest  during  the  year. 
The  potential  problem  here  is  the  extent  to  which  a  sole  proprietor 
or  partner  reinvests  rather  than  consumes.  If  an  exception  is  not 
made,  reinvestment  may  be  counted  as  a  form  of  consumption  and 
business  owners  will  be  penalized  for  their  investment.  If  reinvest- 
ment is  defined  as  a  savings  rather  than  consumption,  this  tax 
could  create  incentive  for  investment  in  small  business. 

A  third  alternative  is  to  focus  a  consumption-based  tax  only  on 
earned  income.  Returns  from  savings  and  investment  such  as  inter- 
est, dividends  and  capital  gains  would  be  exempt.  This  creates  an 
incentive  to  save  and  invest,  from  which  small  businesses  would 
benefit,  but  it  has  two  drawbacks  as  well. 

First  of  all  there,  is  the  appearance  of  unequal  treatment  for  a 
wealthy  taxpayer  who  has  invested  a  lifetime  or  a  generation's 
worth  of  savings  and  now  lives  solely  on  unearned  income.  Under 
this  proposal,  such  a  taxpayer  would  pay  no  income  tax  although 
the  proposal  does  allow  for  taxation  at  the  corporate  level. 

Second,  there  is  a  concern  with  the  treatment  of  income.  Cur- 
rently, the  IRS  regularly  challenges  taxpayers  who  take  relatively 
large  distributions  out  of  their  corporations  but  pay  themselves  lit- 
tle salary.  The  classification  is  critical  in  determining  accurate  so- 
cial security  liability  for  the  shareholders. 

If  this  third  tax  base  were  used,  the  IRS  would  need  to  examine 
the  classification  of  income  between  dividends  and  wages  even 
more  closely  as  the  entire  tax  liability  of  some  taxpayers  would  ride 
on  this  classification. 

Historically,  SBLC  has  supported  the  concept  that  the  tax  code 
can  be  a  powerful  economic  driver.  While  almost  all  small  busi- 
nesses would  complain  about  the  current  system,  the  reality  is  that 
small  business  has  derived  significant  competitive  benefits  from  it. 
From  allowing  individuals  to  deduct  mortgage  interest  to  the  direct 
expensing  of  capital  assets,  at  least  some  provisions  of  the  current 
Tax  Code  have  helped  some  small  businesses  grow  and  prosper.  Be- 
fore we  can  conclude  whether  the  simplicity  of  the  flat  tax  would 
yield  benefits  to  small  business,  we  must  know  more  about  the  in- 
come and  expense  characterizations  included  in  each  proposal. 

Thank  you  again  for  holding  these  hearings  and  allowing  me  to 
testify  today.  While  no  one  can  be  certain  where  this  debate  will 
lead,  we  do  know  that  many  questions  must  be  answered  in  order 
to  build  the  best  tax  system  for  America.  SBLC  commends  your  ef- 
forts today  and  we  look  forward  to  working  you  in  the  months 
ahead. 

Chairwoman  Smith.  Thank  you.  You  made  me  write  some  notes 
to  myself  about  questions  that  I  hadn't  had.  I  thought  I  was  getting 
to  where  I  had  all  the  questions,  not  the  answers. 

[Mr.  Lear's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Mr.  Thayer,  not  last  and  not  least. 

TESTIMONY  OF  BENNIE  THAYER,  PRESmENT  AND  CHIEF  EX- 
ECUTIVE OFFICER,  NATIONAL  ASSOCIATION  FOR  THE  SELF- 
EMPLOYED 

Mr.  Thayer.  Certainly  a  welcome  one. 
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Thank  you  for  the  opportunity  to  appear  here  today,  and  I  know 
that,  upon  coming,  it  was  your  inaugural  in  terms  of  accepting  the 
gavel.  It  escaped  me  that  you  were  a  first  in  terms  of  being  a  first- 
termer.  So,  it  has  been  a  joy  to  share  that  with  you  and  it  is  a 
pleasure  to  be  here  today. 

Tax  simplification  is  very,  very  important  to  the  smallest  of  small 
business  for  one  reason.  Those  are  the  people  who  we,  first  of  all, 
represent  at  the  NASE,  and  that  reason  is  simply  the  regulatory 
burden  that  is  placed  upon  them. 

In  a  recent  survey  that  we  conducted  within  the  NASE  of  our 
members,  82.4  percent  of  the  respondents  stated  that  the  IRS  im- 
posed the  greatest  regulatory  burden  on  businesses  when  compared 
to  other  Federal  agencies.  Now,  while  tax  simplification  may  truly 
benefit  a  veiy  large  number  of  individual  taxpayers  as  an  end  re- 
sult, the  NASE  believes  it  is  probably  going  to  be  very  difficult  to 
eliminate  the  need  for  the  IRS  revenue  agents  in  terms  of  monitor- 
ing and  occasionally  auditing  a  business  tax  return. 

From  a  businessperson's  perspective  there  will  be  a  need  to  re- 
tain certain  legitimate  deductions  as  part  of  the  new  tax  system. 
It  is  for  this  reason  that  the  NASE  strongly  recommends  that  the 
subcommittee  also  focus  its  simplification  hearings  on  various  pro- 
posals designed  to  protect  taxpayers'  rights.  As  you  know,  we  have 
participated  in  hearings  on  this  particular  issue. 

Moreover,  due  to  the  extreme  burden  that  social  security  taxes 
and  other  payroll  taxes  place  on  smaller  firms,  we  further  rec- 
ommend that  you  incorporate  a  study  of  these  types  of  taxes  as 
part  of  your  tax  simplification  hearings. 

Should  legislation  be  enacted  to  simplify  or  replace  the  Internal 
Revenue  Code?  It  is  imperative  that  any  new  tax  system  be  consid- 
ered a  replacement  tax  system  for  the  current  tax  regime.  The  net 
taxes  raised  by  any  new  tax  system  should  be  no  more  than  that 
raised  under  the  old  tax  system.  Moreover,  the  new  system  should 
also  avoid,  we  think,  increasing  the  overall  burden  of  taxes  now 
paid  by  self-emploved  individuals. 

To  the  extent  the  new  system  ends  up  being  designed  to  raise 
more  taxes  than  the  prior  system,  the  business  community  will 
label  the  new  tax  regime  as  an  add-on  tax,  if  you  will,  ana  as  a 
result,  will  likely  oppose  such  proposals. 

I  think  it  was  very  perceptive  of  you  earlier  when  you  made  the 
statement  that  you  will  hear  loudest  from  those  people  who  will 
suffer  during  the  transition  in  the  short  term  as  opposed  to  think- 
ing about  the  long  term.  I  would  agree  with  you,  because  I  rep- 
resent those  people  here  today. 

Let's  look  at  the  self-employed  and  the  flat  tax  initiative.  The 
NASE  is  pleased  to  offer  some  general  comments  here  today  on 
what  our  organization  considers  elements  of  any  flat  tax  initiative. 
We  offer  these  comments,  however,  not  as  an  endorsement — not  as 
an  endorsement  of  a  flat  tax  initiative  at  this  time,  but  only  based 
on  the  hypothetical  that  Congress  will  eventually  pass  a  final  sim- 
plification bill,  probably  along  the  lines  of  a  flat  tax  initiative. 

Most  of  the  flat  tax  proposals  provide  for  the  payments  of  a  busi- 
ness tax,  as  you  veiy  well  know  computed  by  multiplying  a  specific 
tax  rate  times  the  difference  between  gross  revenue  andf  expenses. 
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The  NASE  recog^iizes  that  the  definition  of  a  legitimate  business 
expense  is  Hkely,  in  the  end,  to  become  much  more  specific  once  a 
flat  tax  initiative  moves  through  the  congressional  committee  proc- 
ess and  will  probably  become  quite  an  area  of  debate.  What  is  le- 
gitimate? What  is  a  legitimate  expense? 

According  to  1992  IRS  statistics  of  income,  over  75  percent  of  the 
self-employed  operate  businesses  in  services,  retail,  or  construction 
trades.  Now,  these  are  industries  which  are  very  labor-intensive 
and,  thus,  they  have  a  pronounced  payroll  tax  burden.  Therefore, 
any  new  flat  tax  system  should  strive  to  include  legitimate  busi- 
ness deductions,  we  believe,  which  reflect  the  very  small  labor-in- 
tensive businesses  that  operate  in  our  economy. 

Such  deductions  should  not  solely  focus  on  the  needs  of  manufac- 
turers and  other  capital-intensive  businesses,  but  instead,  they 
should  strive  to  take  into  account  the  needs  of  the  labor-intensive 
sectors  of  the  economy. 

Any  flat  tax  system  should  include  full  deductibility  of  all  wages, 
we  believe,  social  security  tax  and  other  payroll  and  employee  ben- 
efit expenses  incurred  by  owners  on  behalf  of  their  employees  and, 
of  course,  themselves. 

We  believe  that  it  should  also  include  all  health  insurance  pre- 
miums, all  meals  and  entertainment  expenses  and,  certainly,  all 
home  office  business  expenses. 

We  heard  conversation  earlier  about  the  home  office  business, 
and  we  heard  it  stated  that  they  would  be  treated  equally  as  any 
other  business  that  operated  outside  of  the  home  office.  We  believe 
that  they  bear,  right  now,  a  burden  that  is  disproportionate  and 
certainly  that  would  be  increased  if  you  take  away  the  deductions 
that,  hopefully,  we  are  trying  to  establish  for  the  home  office-based 
business  once  again. 

In  closing,  the  NASE  strongly  urges  this  committee  and  Congress 
to  learn  from  the  mistakes  made  with  respect  to  the  enactment  of 
the  Tax  Reform  Act  of  1986.  The  tradeoff  in  the  1986  for  tax  sim- 
plification and  lower  rates  involved  cutbacks  in  various  tax  deduc- 
tions such  as  the  meals  and  entertainment  deduction. 

Ironically,  as  a  result  of  various  tax  law  changes  enacted  in  the 
years  after  1986,  effective  tax  rates  have  climbed  steeply  and  the 
various  deductions  lost  in  1986  were  never  restored. 

Since  1986,  congressional  tax  legislation  has  become  nearly  an 
annual  event.  In  addition  to  the  increase  in  tax  levies  over  the  time 
period,  these  continuous  changes  in  the  tax  law  have  made  plan- 
ning difficult  for  the  average  small  businessperson. 

The  NASE  is  not  suggesting  by  any  means  that  the  status  quo 
with  respect  to  the  current  Internal  Revenue  Code  be  maintained, 
and  I  don't  want  to  give  that  illusion  here  today.  Once  a  tax  sim- 
plification initiative  is  passed,  it  is  critical  that  Congress  avoid  con- 
stant changes  in  the  tax  law  thereafler.  A  moratorium  on  tax  law 
changes  could  do  much  more  to  reduce  regulatorv  burdens  on  the 
taxpayers  as  well  as  improve  for  us,  if  you  will,  the  business  plan- 
ning in  those  small  businesses  that  we  represent  through  the 
NASE  here  today. 

I  thank  you  so  very  kindly  for  the  privilege  of  being  here. 

[Mr.  Thayer's  statement  may  be  found  in  the  appendix.] 
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Chairwoman  Smith.  Well,  I  want  to  thank  you  all  for  your  pa- 
tience. I  was  in  a  committee  hearing  yesterday  that  I  think  took 
4  hours  because  of  votes,  and  it  means  that  you  all  have  to  hang 
around  longer. 

I  do  want  you  to  keep  in  mind  that  further  hearings  are  going 
to  look  at  the  interplay  of  the  different  taxes;  as  well,  I  would  like 
to  take  a  look  at  the  interplay  with  the  State  tax  systems.  We  are 
not  an  island  unto  ourselves.  I  have  prepared  tax  returns  for  all 
States,  including  Canada.  I  understand  the  complexities  and  the  is- 
sues involved,  and  also  how  those  States  interpret  what  we  do  both 
in  their  taxation  of  the  business  and  the  personal  sectors.  So,  if  you 
can,  keep  that  in  mind. 

You  have  really  been  informative  to  me.  I  thought  I  knew  so 
much.  I  didn't  know.  I  think  that  is  what  these  hearings  are  about. 
We  will  have  more.  We  will  also  have  some  field  hearings.  We  have 
not  finished  the  whole  schedule  yet. 

We  intend  to  do  everything  we  can  around  the  Nation  to  bring 
up  the  debate  before  the  vote,  because  I  think  the  projection  is  that 
you  will  have  one  by  1997 — I  don't  know  if  I  agree  with  that,  but 
we  will  have  a  simplified  system  because  the  American  people  are 
saying  we  are  going  to  have  a  simplified  system. 

It  is  a  little  easier  for  me  to  say  that  because  I  have  accepted 
it.  When  I  used  to  make  $75  an  hour  to  simplify  it  for  people,  it 
was  harder  for  me  to  make  the  argument  that  I  was  really  intend- 
ing to  simplify  it.  But  I  am  finding  that  even  some  of  the  profes- 
sionals in  my  field  are  saying,  as  I  have  heard  here  today,  we  know 
the  system  is  broken,  we  don't  want  to  get  in  front  of  that,  the 
change;  but  just  be  really,  really  careful  with  how  you  do  it. 

So  help  us  to  be  reallv  careful  with  how  we  do  it.  I  don't  want 
to  get  to  the  year  after  the  system  is  changed  and  find  out  we  took 
out  a  whole  segment  of  the  small  business  economy  somewhere  be- 
cause we  just  did  not  think  of  something,  and  that  we  have  to  try 
to  do  repair  work. 

As  you  know,  all  of  you  know,  the  bottom  line  on  small  busi- 
nesses is  day  by  day,  not  even  usually  month  by  month.  Sometimes 
payroll  and  expenses  are  day  by  day,  and  there  is  not  the  ability 
to  respond  and  adjust  that  the  bigger  businesses  have,  as  again 
you  all  know. 

So  I  am  going  to  assume,  at  this  point,  you  are  right.  We  are 
going  to  have  it — I  don't  know  if  I  agree  with  you,  in  1997,  but  it 
doesn't  give  us  a  lot  of  time  to  elevate  the  public  debate,  get  all  of 
the  "what-ifs"  taken  care  of  and  minimize  the  damage  to  individual 
businesses  because,  as  you  know,  that  is  the  growth.  That  is  where 
we  are  going  to  have  people  feeding  themselves  instead  of  Govern- 
ment needing  to  feed  them. 

Any  last  comments  from  any  of  you?  I  have  enough  questions,  it 
could  take  all  day. 

I  have  to  testify  in  5  minutes  on  the  fioor.  You  are  all  getting 
hungry,  too.  Thank  you  so  much.  The  record  will  be  left  open  for 
2  weeks  for  additional  statements. 

[The  information  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you. 

[Whereupon,  at  12:50  p.m.,  the  subcommittee  was  adjourned, 
subject  to  the  call  of  the  chair.] 
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Opening  Statement  of  the  Hon.  Linda  Smith,  Chairman 

May  18,  1995 

We  are  here  today  to  examine  one  of  the  most  vital 
issues  facing  small  businesses  today  —  how  current  flat-rate  tax 
proposals  may  impact  them. 

I  will  begin  with  a  few  words  on  the  agenda  for  our 
Subcommittee.   First,  I  applaud  the  unyielding  vigor  and 
ingenuity  of  small  entrepreneurs  as  they  continue  to  lead  in 
creating  opportunity  and  jobs  in  our  economy.   Thus,  we  are 
placing  them  in  the  forefront  of  the  debate  on  revamping  the 
federal  tax  system  to  ensure  their  voice  is  heard.   We  must 
identify  the  reasons  for  the  growing  number  of  small  enterprises, 
and  explore  how  a  new  tax  system  will  simplify  their  burdens  and 
foster  their  economic  growth.   Examining  ways  to  increase  savings 
and  investment  in  and  by  small  businesses  is  vital  to  this  effort 
and  to  our  Nation's  future. 

A  flatter,  simpler  tax  with  a  broader  base  may  go  a  long  way 
toward  increasing  efficiency  and  tax  fairness.   But  one  thing  we 
know  for  sure  is  that  our  current  system  is  too  complicated  and 
costly.   Accordingly,  we  will  review  other  overhaul  proposals  and 
several  reform  issues  of  interest  to  small  businesses  this 
summer. 

Beginning  this  Fall,  our  Subcommittee  will  highlight  the 
need  to  stimulate  an  emerging  America  I  see  where  more  and  more 
home-based  and  family  businesses  can  thrive.   Technology  has 
revolutionized  the  way  we  do  business  in  America;  and  this 
Congress  is  marking  a  revolutionary  role  in  reducing  the  deficit 
by  cutting  government  spending.   Tax  and  finance  policies  should 
evolve  which  acknowledge  these  historic  developments  and  the 
entrepreneurial  spirit  and  personal  responsibility  of  small 
businesses. 
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Opening  Statement  of  the  Hon.  Marty  Meehan.  Ranking  Minority  Member 

Small  Business  Subcommittee  on  Taxation  and  Finance 

May  18,  1995 

Madam  Chairman,  I  want  to  join  you  in  welcoming  today's  witnesses  and  thank  you  for 
moving  forward  with  an  active  subcommittee  agenda. 

Today,  the  subcommittee  begins  hearings  on  the  simplification  of  the  tax  system.    The  idea 
of  a  simplified  tax  code  and  a  "flatter"  tax  is  appealing  to  the  business  community  on  a  very 
basic  level.    Small  businesses  invest  extraordinary  amounts  of  time  and  expertise  to  comply 
with  the  tax  code.   To  many  businesses  the  tax  structure  is  arcane,  constantly  changing  and 
burdensome.    In  short,  small  businesses  feel  the  tax  code  penalizes  them  unfairly  and  is 
unnecessarily  intrusive. 

While  I  agree  that  our  tax  system  needs  some  reform  to  create  greater  equity  and  simplify 
the  system  overall,  I  think  that  we  have  to  carefully  assess  the  potential  impact  that  a  flat  tax 
would  have  on  small  business.    Many  of  the  problems  associated  with  the  current  tax  code 
are  related  not  to  differing  tax  rates,  but  rather  are  the  result  of  difficulties  in  measuring  the 
tax  base.    In  this  era  of  fiscal  restraint,  we  have  to  view  any  change  in  our  tax  structure  in 
the  context  of  budgetary  impact.    For  example,  the  Treasury  Department  estimates  that  one 
flat  tax  plan,  the  Armey  plan,  will  result  in  a  loss  of  $186  billion  per  year.    While,  Rep. 
Armey  disputes  that  figure,  he  does  agree  that  his  plan  is  not  deficit  neutral.    Given  plans 
being  considered  on  the  House  floor  today  to  balance  the  budget,  where  will  the  savings 
come  from  to  make  a  flat  tax  budget  neutral? 

Another  key  issue  in  flat- tax  proposals  is  the  impact  of  the  loss  of  personal  incomr 
deductions  and  exemptions.   How  will  the  smallest  businesses  deal  with  the  loss  of  the 
recently  reauthorized  25  %  percent  health  insurance  deduction  for  the  self-employed? 


Many  proponents  feel  that  a  flat-rate  tax  system  will  increase  savings  and  investment, 
interested  to  hear  how  proponents  feel  this  will  occur? 


I  am 


As  this  hearing  today  progresses  and  as  the  subcommittee  takes  testimony  over  the  coming 
weeks  on  proposals  that  would  change  our  tax  structure,  I  look  forward  to  examining  all 
angles  of  the  debate. 

One  thing  is  certain,  whatever  the  future  changes  Congress  makes  in  our  tax  code,  they  must 
be  more  user-friendr/  and  must  create  greater  equity  for  small  businesses. 
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Opening  Statement  Congressman  Patrick  J.  Kennedy 

House  Committee  on  Small  Business  Tax  and  Finance  Subcommittee 

May  18,  1995 

I  want  to  thank  the  Chair  and  today's  panelists  for  providing  us  this  opportunity  to  explore  the 
plethora  of  issues  raised  by  the  various  proposals  for  a  flat  tax  currently  before  Congress. 

The  frvistration  that  gives  rise  to  the  public  support  for  this  idea  is  easy  to  understand    For  a 
small  business  owner,  the  constantly  changing  and  increasingly  complex  tax  code  takes  an 
inordinate  amount  of  time  and  energy    Effort  which  would  be  channeled  into  productive 
business  activity  is  instead  spent  complying  with  the  current  tax  code.   Investments  which 
otherwise  would  not  be  made,  for  ihey  have  limited  business  value,  are  made  simply  because  the 
tax  code  rewards  them. 

The  challenge  before  this  committee  is  to  determine  whether  the  benefits  gained  from 
simplifying  the  tax  code  with  a  flat  rate  equal  or  outweigh  any  increase  in  the  tax  burden  small 
business  may  face  under  a  flat  tax    This  question  touches  on  another  issue  central  to  any 
consideration  of  a  flat  lax  --  does  it  alleviate  or  does  it  exacerbate  the  inequitable,  and 
economically  destructive,  concentration  of  wealth  in  our  country?  While  the  push  for  reform 
may  be  driven  by  a  desire  for  simplicity,  we  should  not  disregard  the  simple  truth  that  equity  is  a 
proper  goal  of  tax  policy. 

I  believe  the  testimony  we  will  hear  today  will  offer  much  insight  into  some  of  the  questions 
raised  by  flat  tax  proposals  and  1  welcome  this  first  opportunity  to  explore  the  issues  raised  by 
the  flat  tax    Of  special  concern  to  small  business  is  the  impact  a  flat  tax  would  have  on  the 
deficit    Small  business  needs  readily  available  capital  at  reasonable  rates.  Rates  will  only 
increase  if  the  deficit  is  worsened  by  a  flat  tax.  Additionally,  we  must  consider  the  impact  of 
losing  the  tax  advantages  enjoyed  by  small  businesses  who  have  heav7  loan  burdens.  Special 
concern  must  be  paid  to  the  possibility  that  the  burden  on  small  business  will,  in  fact,  increase 
under  a  flat  tax. 

In  the  past  few  years  we  have  seen  income  inequality  worsen.  In  1 983  the  top  1%  of  the  country 
in  tenns  of  net  worth,  excluding  homes,  controlled  39.9%  of  nation's  wealth    The  bottom  90% 
controlled  just  22.5%    By  1989  the  top  1%  had  increased  their  share  to  47.2%  while  the  bottom 
90%  had  seen  their  share  decline  to  20  7%.  Adopting  tax  policies  which  will  overwhelmingly 
benefit  those  who  have  already  gained  the  most,  is  not  v^ase  long-term  economic,  or  social, 
policy. 

We  must  increase  opportunity  for  those  who  have  the  furthest  to  go.  and  that  includes  small 
business  Change  may  be  in  order,  but  it  must  be  change  that  increases  investment,  produces 
jobs,  and  does  not  erode  the  progress  we  have  made  in  deficit  control.  That  will  help  small 
business  the  most. 
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STATEMENT  BY  CONGRESSMAN  DICK  ARMEY 
HOUSE  SMALL  BUSINESS  COMMITTEE 

May  18.  1995 


Madame  Chairman  and  Members  of  the  Committee, 

I  want  to  begin  by  expressing  my  appreciation  to  you  Madame  Chairman  for  holding  this 
hearing  today  on  the  flat  tax.  I  should  point  out  that  the  gentlelady  from  Washington  is  the  first 
woman  in  the  history  of  Congress  to  chair  a  subcommittee  in  her  first  term. 

While  the  flat  tax  has  struck  a  responsive  chord  in  America  because  of  its  inherent 
fairness,  I  also  believe  that  the  American  people  appreciate  the  fact  that  a  flat  tax  would  improve 
the  incentives  to  work,  save,  and  invest,  and  raise  living  standards.  I  want  to  focus  my  comments 
today  on  the  economic  growth  effects  of  the  flat  tax,  which  is  of  special  interest  to  the  small 
businessmen  and  women  of  America  and  to  the  Members  of  this  Committee.  Before  I  discuss 
my  proposal,  let  me  briefly  outline  the  shortcomings  of  today's  burdensome,  complex  tax  code. 

Current  System  Reduces  Wages 

Let's  begin  with  the  sheer  waste  associated  with  unnecessary  compliance  costs  due  to  the 
complexity  of  the  income  tax.  The  compliance  burden  of  our  complex  tax  code  is  truly  mind 
boggling.  Americans  spend  5.4  billion  man  hours  figuring  out  the  tax  law.  That  is  the  equivalent 
of  nearly  three  million  people  working  full  time,  year  round.  The  Internal  Revenue  Service  sends 
out  eight  billion  pages  of  forms  and  instructions  every  year,  which  if  you  laid  them  end  to  end, 
would  stretch  28  times  the  circumference  of  the  earth.    Just  the  compliance  cost  of  today's  tax 
code  adds  up  to  $232  billion,  according  to  James  L.  Payne.  These  costs  fall  especially  hard  on 
small  businesses  who  are  operating  at  thin  margins  and  simply  can't  afford  expensive  tax 
preparation  advice. 

The  code  is  complex  because  of  the  endless  credits,  deductions,  and  loopholes  designed 
to  grant  special  preferences.  These  biases  throughout  the  tax  code  distort  economic  decisions 
and  divert  resources  from  their  most  productive  use,  thus  placing  a  heavy  toll  on  economic 
output,  wages  and  living  standards. 

The  code  is  so  complicated  that  even  IRS  agents  cannot  give  accurate  advice  on  it.  Rates 
are  high,  loopholes  abound,  and  noncompliance  is  rife  because  taxpayers  feel  the  code  is  written 
not  for  them,  but  for  well-organized  special  interests.  And  perhaps  most  disturbing,  the 
complexity  and  unfairness  of  the  code  lead  people  to  take  an  excessively  jaded  and  cynical  view 
of  their  government. 

But  the  current  tax  code  does  much  more  than  impose  staggering  compliance  costs  and 
efficiency  losses.  Perhaps  the  worst  feature  of  today's  code  is  the  discriminatory  treatment  of 
savings.  Consider  how  the  present  tax  code  treats  saving  and  investment.  Today,  we  double  tax 
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business  earnings,  which  places  a  strong  bias  against  saving  and  investment.  For  example,  we 
tax  business  earnings  through  the  corporate  income  tax  and  then  we  tax  dividends  —  which  are, 
in  fact,  after-tax  payments.  This  double  taxation  of  the  same  stream  of  income  makes  saving  and 
investing  much  less  attractive  relative  to  consumption.  And  the  nation  is  poorer  as  a  result. 

Madame  Chairman,  capital  is  the  lifeblood  of  an  economy.  Without  capital,  workers 
cannot  enhance  their  productivity  and  their  wages  stagnate.  Today's  double  and  even  triple 
taxation  of  income  discourages  saving,  reduces  the  pool  of  capital  available  to  entrepreneurs  and 
workers,  slows  productivity  and  wage  growth,  lowers  living  standards,  and,  as  a  side  effect, 
reduces  revenue  to  the  Treasury.  I  believe  we  must  fix  this  counterproductive  policy.  As  I  shall 
explain  momentarily,  my  flat  tax  is  designed  to  do  just  that. 

Another  problem  with  today's  tax  code  is  its  high  marginal  rates.  Any  professional 
economist  will  tell  you  that  as  marginal  tax  rates  rise,  people  tend  to  work  less.  The  higher  the 
marginal  rate,  the  lower  the  work  effort.  Where  only  the  very  wealthy  faced  high  marginal  tax 
rates  a  few  decades  ago,  today  millions  of  Americans  do.  According  to  IRS  data,  in  1965,  fewer 
than  three  percent  of  families  filing  joint  returns  faced  a  federal  marginal  tax  rate  of  28  percent  or 
more.  In  1991,  36  percent  of  families  —  more  than  ten  times  as  many  —  filing  joint  returns  faced 
these  high  marginal  rates.  With  state  and  local  income  taxes  included,  millions  of  middle  class 
Americans  confront  a  combined  marginal  tax  rate  of  48  percent. 

Naturally,  many  Americans  ask  themselves  why  they  should  work  longer  hours  when  the 
government  is  going  to  take  away  half  of  their  earnings.  A  study  by  Robert  Genetski  has  found 
that  high  marginal  tax  rates  are  inversely  related  to  productivity  growth,  which  is  to  say,  workers 
and  entrepreneurs  spend  less  tim^  trying  to  build  the  proverbial  "better  mousetrap"  when  the 
government  is  going  to  take  most  of  the  rewards  for  doing  so  anyway.  The  net  result,  again,  is  a 
poorer  nation. 

While  not  a  tax  issue,  I  would  be  remiss  if  I  did  not  also  mention  that  the  growth  of 
federal  regulations  has  also  played  a  very  important  role  in  slowing  labor  productivity  and  wage 
growth  -  a  fact  which  is  often  overlooked.  In  a  study  conducted  by  the  former  minority  staff  of 
the  Joint  Economic  Committee  found  that  between  1989  and  1992  the  per  employee  costs  of 
federal  taxes  and  regulations  grew  34  percent  on  small  business.  Most  of  these  higher  costs  were 
the  result  of  increased  regulation.  The  geometric  growth  in  federal  red  tape  has  reduced  the 
return  to  investment,  diverted  resources  from  their  most  efficient  use,  raised  the  cost  of  labor, 
sapped  entrepreneurial  energy,  and  thi  ;w  countless  small  businesses  into  bankruptcy.  Federal 
regulations  have  had  a  particularly  adverse  effect  on  wage  growth  for  two  reasons.  Higher 
payroll  taxes  and  government  mandates  such  as  family  leave  directly  raise  the  cost  of  labor  and 
thus  lower  wages.  Other  regulations,  such  as  environmental  mandates,  have  indirectly  lowered 
wages  by  diverting  resources  away  from  investment  which  would  raise  the  productivity  of  labor. 


52 


How  Will  the  Armey  Flat  Tax  Work? 

My  plan,  which  is  based  on  a  1981  proposal  by  Hoover  Institution  fellows  Robert  Hall 
and  Alvin  Rabushka,  would  scrap  the  existing  tax  code  entirely.  Instead,  all  income  would  be 
taxed  once  and  only  once  at  the  single  low  rate  of  17  percent.  To  minimize  revenue  loss,  the  rate 
would  initially  be  set  at  20  percent,  then  drop  to  17  percent  in  year  three.  Income  is  defined  as 
the  total  of  wages,  salary,  and  pensions.  There  would  be  no  credits  or  deductions,  although  each 
taxpayer  would  receive  a  generous  family  allowance.  Beginning  in  year  three  of  the  plan,  this 
allowance,  which  is  indexed  for  inflation,  would  be  $13,100  for  an  individual,  $26,200  for  a 
married  couple,  and  $5,300  for  each  child.  A  family  of  four  would  have  to  earn  $36,800  before  it 
owed  a  penny  of  federal  income  tax. 

Business  income  would  be  handled  with  equal  simplicity.  A  business  would  simply 
subtract  expenses  from  revenues  and  pay  17  percent  on  the  remainder.  Revenues  are  defined  as 
corporate,  partnership,  professional,  farm,  and  rental  income.  The  base  is  gross  revenue  less 
purchases  of  goods  and  services,  capital  equipment,  structures,  land,  and  wage  and  pension 
contributions  to  employees. 

Flat  Tax  Promotes  Economic  Growth 

The  flat  tax  would  produce  a  higher  economic  growth  rate  and  raise  living  standards.  It 
would  liberate  the  economy  to  be  more  efficient,  replacing  today's  maze  of  politically  targeted 
tax  breaks  with  a  system  that  is  perfectly  neutral  as  between  types  and  sizes  of  business,  between 
economic  sectors,  and  between  types  of  investment.  Resources  would  be  allowed  to  seek  out 
their  most  efficient  use. 

In  other  words,  the  flat  tax  would  relieve  the  economy  from  what  economists  call  "dead 
weight"  or  social  welfare  loss.  As  I  noted  earlier,  just  the  compliance  costs  of  today's  tax  code 
add  up  to  $232  billion  ~  or  about  $900  for  every  American.  When  other  costs  of  the  current 
system  -  such  as  tax  distortions  which  shift  resources  away  from  their  most  efficient  use,  thus 
lowering  output  —  are  included,  the  cost  to  the  economy  is  well  into  the  hundreds  of  billions  of 
dollars.  These  costs  are  pure  waste  and  directly  lower  the  standard  of  living  of  the  American 
people.  The  flat  tax  would  eliminate  the  vast  majority  of  these  costs  and  dramatically  improve 
the  performance  of  the  economy. 

The  flat  tax  would  also  lower  the  burden  currently  placed  on  work,  savings,  and 
investment.  It  rewards  work  by  lowering  the  top  marginal  income-tax  rate  from  40  percent  to  17 
percent.  It  rewards  saving  by  ending  the  current  taxation  of  savings,  sweeping  away  the  estate 
tax,  the  capital  gains  tax,  and  the  double  tax  on  interest  and  dividends.  And  it  rewards 
investment  by  permitting  businesses  to  immediately  deduct  all  expenses,  plant,  and  equipment. 
Thus,  the  flat  tax  would  produce  higher  productivity  and  economic  growth,  leading  to  higher 
employment  and  wages. 


53 


What  the  Economists  Say 

Professor  Dale  Jorgenson  estimates  that  the  loss  in  efficiency  imposed  on  the  economy  by 
the  current  tax  system  equals  18  percent  of  government  revenue.  As  he  puts  it,  "Each  dollar  of 
tax  revenue  costs  the  private  sector  a  dollar  in  foregone  investment  or  consumption  and  an 
additional  loss  in  growth  opportunities  of  eighteen  cents."  In  other  words,  the  distortions  in  the 
current  income  tax  code  cost  the  American  economy  $242  billion  in  lost  output.  If  we  replaced 
the  current  system  with  a  nondistortive  one,  that  alone  would  be  the  equivalent  of  writing  every 
American  a  check  for  nearly  $1,000  every  year. 

By  taxing  all  income  only  once,  the  neutral  treatment  of  savings  would  create  a  powerful 
new  incentive  to  save  and  invest.  Professors  Alan  Auerbach  and  Larry  Kotlikoff  estimate  that 
just  ending  the  double  taxation  of  savings  would  increase  the  growth  rate  in  the  economy  by 
nearly  a  percentage  point.  While  that  may  seem  trivial,  a  one  percentage  point  increase  in 
economic  growth  would  add  $65  billion  to  the  national  output  this  year. 

By  lowering  marginal  tax  rates,  the  bill  would  unleash  the  creative  energies  of  America's 
entrepreneurs  and  workers.  After  reviewing  the  economic  literature.  Hoover  fellows  Hall  and 
Rabushka  estimate  in  their  book.  The  Flat  Tax,  that  work  effort  would  increase  four  percent.  I 
believe  Professor  Kotlikoff,  who  will  appear  later  today  with  Professor  Rabushka,  has  a  similar 
estimate.  That  translates  into  a  3  percent  increase  in  output  or  nearly  $750  in  additional  income 
for  each  American. 

When  adding  the  effects  of  more  work  effort,  a  higher  capital  stock,  and  improved 
incentives  for  entrepreneurial  effort.  Professors  Hall  and  Rabushka  estimate  that  a  flat  tax  would 
increase  per  capita  income  by  $1,900  by  the  year  2002.  In  other  words,  a  typical  family  of  four  in 
America  would  see  its  income  increase  $7,600  more  than  if  we  preserve  the  tax  system  we  have 
today.  Let  me  emphasize  that  while  this  is  a  truly  astonishing  number,  it  is  based  on  the 
consensus  of  the  economic  literature  and  is  a  mainstream  estimate.  Many  studies  suggest  the 
number  would  be  even  higher. 

Americans  Want  the  Flat  Tax 

For  those  who  are  suspicious  of  economic  models  and  the  figures  which  economists 
generate  from  them,  let  me  share  an  observation.  Last  year  when  campaigning  for  the  candidates 
who  would  be  come  the  new  Republican  majority,  I  made  a  stop  in  Washington  State  where  I  had 
the  pleasure  of  campaigning  for  the  Chairman  of  the  subcommittee.  I  also  attended  an  event  for 
our  colleague.  Jack  Metcalf,  at  which  the  speaker  related  how  several  small  businessmen  and 
women  had  decided  to  let  all  of  their  employees  go  because  of  high  taxes  and  burdensome 
regulations.  I  have  heard  similar  stories  from  people  who  decided  against  starting  a  business  at 
all  because  of  high,  complex  taxes  and  red  tape.  I've  heard  countless  other  examples  of  small 
businessmen,  often  a  husband  and  wife  team,  that  refuse  to  expand  their  business  and  hire 
employees  because  of  the  hassle  associated  with  it. 
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While  we  debate  national  economic  policy  based  on  GDP  data  and  employment  statistics, 
we  often  times  overlook  the  fact  that  these  statistics  fail  to  account  for  the  businesses  not  started 
and  the  jobs  not  created.  The  decisions  people  make  not  to  start  a  business  or  not  to  hire 
employees  will  never  show  up  in  any  Commerce  or  Labor  Department  data,  but  the  economic 
loss  is  very  real,  nevertheless.  Cumulatively  they  represent  a  national  tragedy.  The  loss  is 
millions  of  jobs  never  created,  thousands  of  new  businesses  never  initiated,  billions  in  output 
never  generated.  And,  incidentally,  billions  in  taxes  never  sent  to  Washington. 

Since  introducing  the  flat  tax,  I  have  received  thousands  of  letters  from  average 
Americans  from  across  the  entire  nation.  Many  of  these  people  explain  in  their  letters  how 
difficult  the  government  makes  it  for  them  to  run  their  businesses  and  make  a  living.  Let  me  give 
you  just  two  examples. 

James  and  Nancy  of  Carabelle,  Florida  write,  "Because  of  government  regulations,  and 
complicated  laws  regarding  employees,  withholding,  payroll,  etc.,  we  have  continuously  avoided 
hiring  people  in  favor  of  keeping  small  and  simple.  I  know  a  lot  of  intelligent  people  who  feel 
and  do  likewise.  It's  a  shame  that  our  laws/lawmakers  continue  to  pile-it-on  business,  killing  the 
entrepreneurial  spirit  within  so  many  of  us.  We  strongly  support  the  Dick  Armey  flat  tax 
proposal  and  all  of  its  features.  Let's  make  an  indelible  mark  on  the  future  of  this  country!" 

Then  there  is  John  from  Evergreen,  Colorado.  He  writes,  "I  once  started  with  $1,500,  a 
second-had  kitchen  table,  and  a  donated  typewriter  and--in  ten  years-built  a  $20,000,000  a-year- 
business.  But  I  walked  away  from  all  that  about  14  years  ago. ..too  many  taxes,  too  many  rules 
and  regulations,  too  many  bureaucrats.  Get  your  plan  passed  intact  and  hundreds  of  thousands  of 
people  like  me  will  come  out  of  the  woodwork  and  create  a  prosperity  that  the  world  only  sees 
now  in  some  Asian  countries!" 

The  flat  tax  plan  I  have  proposed,  together  with  the  spending  restraint  and  regulatory 
relief  included  in  my  bill,  will  free  the  economy  and  encourage  the  American  people  to  work 
hard,  save,  invest,  create  jobs  and  grow  the  economy.  The  flat  tax  would  tap  the  latent 
entrepreneurial  energy  and  talent  that  is  now  smothered  by  the  invisible  foot  of  government. 

Thank  you. 
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INTRODUCTION 

Thank  you.  Madam  Chairman  for  your  kind  invitation  to  testify 
today.   We  have  reviewed  the  summaries  of  flat  tax  proposals 
which  may  soon  be  offered  in  the  House  and  which  have  been 
offered  in  the  Senate.   Based  on  these  summaries,  and  other 
research  we  have  done,  we  feel  we  have  some  information  that 
might  be  helpful  to  the  committee.   We  have  also  reviewed  the  tax 
model  our  office  constructed  in  1986  when  a  flat  tax  was  also 
being  considered  by  Congress.   We  hope  that  as  proposals  are 
debated  and  as  we  move  closer  to  further  consideration,  we  will 
be  able  to  provide  the  committee  with  an  analysis  that 
concentrates  on  specific  provisions  and  small  business  sectors. 

In  addition  to  our  research,  you  have  asked  that  we  share  with 
you  the  impressions  of  the  flat  tax  proposal  from  the  small 
business  community.   My  office  attended  all  52  State  White  House 
Conferences  on  Small  Business  where  tens  of  thousands  of  small 
businesses  were  represented.   Just  last  week,  the  6  Regional 
Conferences  were  completed  and  I  am  including  a  report  on  the  the 
arguments  I  heard  during  the  debates  on  the  flat  tax  and  the  flat 
tax  proposals  the  delegates  will  bring  forward. 

CUmiENT  LAW 

Current  law  provides  for  a  business  tax  for  corporations  and  a 
pass-through  of  tax  liability  for  Subchapter  S  corporations, 
■Partnerships,  and  sole  proprietors.   Business  taxes  and 
individual  taxes  are  graduated  so  that,  in  general,  small 
businesses  pay  lower  taxes  than  larger  businesses  (15%  up  to  the 
first  $50,000  in  corporate  profits  earned,  25%  on  the  next 
$25,000  and  34%  thereafte;   rates  start  at  15%  for  partnership 
and  proprietorship  income  as  well) .   The  graduated  corporate  tax 
was  one  of  the  top  recommendations  of  the  1980  White  House 
Conference  on  Small  Business.   It  is  a  progressive  tax,  meaning, 
the  more  profit  a  business  makes,  the  higher  its  tax  rate.   The 
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graduated  business  income  tax  was  considered  equitable  because 
taxes  were  linked  to  ability  to  pay. 

FIAT  TXZ  PROPOSALS  IN  GENERAL 

The  flat  tax  proposals  on  business  income  which  we  will  discuss 
today  are  all  essentially  value  added  taxes  which  is  a  form  of 
consumption  tax.   Businesses  are  taxed  at  a  flat  rate  on  their 
gross  revenues,  minus  the  cost  of  goods  and  services  purchased  to 
produce  their  products  minus  the  cost  of  salaries,  wages  and 
pension  contributions,  and  minus  the  cost  of  plant  and  equipment. 
In  this  way,  they  are  taxed  on  the  value  they  added  to  those 
inputs.   The  tax  may  be  considered  somewhat  progressive  for  small 
businesses  since  we  can  assume  that  a  tax-wise  business  owner 
will  pay  himself  a  salary,  which  he  will  then  report  on  his 
individual  income  tax  form.   The  deduction  the  business  can  take 
is  at  least  equivalent  to  the  tax  exemptions  he  is  given  under 
the  individual  income  tax  provisions  of  the  flat  tax  system.  In 
this  way,  some  of  his  business  income  may  be  considered  exempt 
from  tax  through  the  use  of  personal  exemptions.   I  used  the  terra 
"somewhat  progressive"  because  if  he  or  his  spouse  already  have 
other  earnings  equal  to  their  exemptions,  then  his  business 
earnings  will  be  completely  taxed. 

The  business  flat  tax  proposals  which  we  have  reviewed  have  the 
following  characteristics: 

•  All  business  income,  whether  earned  by  General  Motors  or  the 
smallest  business  is  reported  on  the  business  tax  post  card 
based  on  readily  available,  general  business  data. 

•  Losses  are  fully  deductible  and  can  be  completely  carried 
forward. 

•  All  capital  purchases  can  be  immediately  expensed. 

•  All  wages  and  salaries  and  the  pension  payments  connected  to 
them  are  deducted  (and  taxed  at  the  individual  income  tax 
level) . 

•  Interest,  dividends,  and  fringe  benefits  are  not  deductible. 

WHITE  HODSE  CONFERENCE  ON  SHALL  BUSINESS 

The  flat  tax  as  proposed  by  Representative  Armey  has  been  one  of 
the  top  50  recommendations  by  three  of  the  6  Regional  White  House 
Conferences.   It  was  not  among  the  top  50  recommendations  in  the 
remaining  three.   I  have  included  in  the  appendix  a  copy  of  the 
proposals  that  have  been  recommended.   These  recommendations  will 
be  considered  by  the  National  White  House  Conference  in  June  and 
they  can  be  by  amended  the  White  House  Conference  delegates. 

The  favorable  recommendations  have  been  based  on  three  key 
elements:   simplicity,  tax  reduction  and  reduced  federal 
influence  in  business  affairs. 
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Slmplif icatrion:  The  strongest  message  we  received  from  the 
Regional  White  House  Conferences  in  any  area  is  the  desire 
for  simplification.   Small  businesses  feel  threatened  by  the 
tangle  of  conflicting  and  complex  laws  and  regulations. 
They  spend  countless  hours  filling  out  government  paperwork. 
This  is  especially  true  for  income  and  payroll  taxes  which 
are  the  single  largest  federal  intrusion  into  any  business, 
large  or  small. 

A  prominent  recommendation  of  the  1986  White  House 
Conference  on  Small  Business  was  a  moratorium  on  tax 
changes.   The  delegates  wanted  a  cease  fire  to  absorb  and 
understand  the  tax  laws  that  had  already  been  dumped  on 
them.   That  recommendation  notwithstanding.  Congress  has 
passed  3  significant  tax  reform  packages  and  the  IRS  has 
promulgated  thousands  of  pages  of  regulations  since  that 
time. 

Some  delegates  have  given  up  hope  that  the  flow  of  tax  laws 
will  cease  and  are  instead  demanding  that  the  tax  law  be 
dramatically  simplified,  that  reporting  be  minimized  and 
that  they  not  be  made  to  bear  the  brunt  of  the  cost  of  tax 
calculation  and  collection,  as  they  are  under  our  current 
system.   For  this  purpose,  the  flat  tax  proposals  are  very 
appealing. 

Tax  Reduction:  Small  business  supporters  of  the  flat  tax 
recommendations  are  convinced  it  will  decrease  their  taxes. 
Opponents  point  out  that  supporters  may  have  confused 
marginal  tax  rates  for  effective  tax  rates.   They  also 
assert  that  the  U.S.  Treasury  calculates  the  tax  rate 
necessary  for  revenue  neutrality  to  be  about  23%,  a  rate 
which  is  not  only  higher  than  the  current  effective  tax  rate 
for  most  small  businesses  but  also  higher  than  any  of  the 
flat  tax  proposals  currently  suggest.   Proponents  of  the 
flat  tax  do  not  believe  the  Treasury  calculations.   They 
conclude  their  rate  would  decrease  for  a  mixture  of  the 
following  reasons: 

a.  owners  can  reduce  their  effective  tax  by  making 
maximum  use  of  individual  exemptions,  expensing 
all  capital  purchases  and  carrying  over  all 
losses; 

b.  A  flat  tax  will  broaden  the  base  of  businesses 
taxed,  thus  increasing  revenue; 

c.  the  IRS  can  be  drastically  cut,  saving  money  for 
deficit  reduction, 

d.  national  productivity  will  increase  because 
savings  and  investment  are  stimulated  by  the  flat 
tax  plan,  and, 

e.  national  productivity  will  increase  as  time  spent 
on  record  keeping  and  form  filing  decreases; 

The  opponents  of  a  flat  tax,  while  supporting  simplicity. 
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remained  unconvinced  that  the  flat  tax  proposals  could 
reduce  their  taxes  and  remain  revenue  neutral. 

Govarnmant  Intarferanca:  Snail  businesses  do  not  like  to  be 
the  responsible  agent  for  withholding  (Mr.  Armey's  proposal 
would  repeal  wage  and  salary  withholding)  and  information 
collection.   Most  feel  compelled  under  the  current  system  to 
engage  expensive  professional  tax  advice  in  connection  with 
major  business  decisions.   Finally,  more  than  once  the 
concern  was  mentioned  that  a  small  mistake  caused  by  legal 
complexity,  not  dishonesty,  could  bring  an  IRS  audit  leading 
to  additional  assessments,  interest  and  penalties.  They  fear 
losing  their  business  which  they  have  worked  so  hard  to 
build.   A  straight-forward,  simplified  system  that  repeals 
withholding  (as  the  Armey  plan  would)  would  solve  these 
problems. 

TAX  MODEL 

Your  invitation  inquired  about  the  tax  model  which  our  office  had 
constructed  in  1986  to  analyze  the  impact  of  the  tax  overhaul 
proposals  including  Treasury  I  &  II,  Bradley-Gephardt  and  the 
President's  proposal,  on  their  impacts  on  small  business.   I  have 
provided  a  summary  of  our  findings  to  the  committee.    The 
results  should  be  reviewed  with  caution  since  neither  the  current 
tax  laws  nor  the  current  flat  tax  proposals  are  the  same  as  they 
were  at  the  time  of  our  previous  study.   That  analysis  did 
include,  however  the  "flat  tax"  proposed  at  the  time  by 
Congressman  Gephardt  and  Senator  Bradley,  and  the  elimination  of 
a  number  of  deductions  related  to  small  businesses.   Many  of  the 
findings,  we  believe,  are  still  applicable  because  the  basic 
problems  of  small  businesses  remain  the  same. 

Debt  Versus  Equity:  The  1986  model  found  that  small 
businesses  use  proportionately  more  debt  than  do  large 
businesses.   Our  research  has  shown  this  remains  the  case 
today  (see  Chart  #1  -  "Measurable  Financing  of  Business") . 
Typically,  small  businesses  find  start-up  financing  through 
contributions  from  the  owners  and  their  families  and  perhaps 
their  friends.   Under  the  current  tax  code,  however,  a  small 
business  owner's  effective  tax  rate  is  reduced  by  debt 
because  interest  on  debt  incurred  for  business  purposes  is 
deductible.   The  flat  tax  proposals  under  consideration  then 
or  now  do  not  provide  for  such  a  deduction. 

Equity  capital,  which  is  not  available  for  the  vast  majority 
of  small  businesses,  is  generally  less  costly  for  a  business 
but  is  currently  taxed  twice.   The  flat  tax  proposes  to 
eliminate  the  tax  on  the  recipient  of  dividends. 
Putting  these  two  features  of  the  flat  tax  together,  the 
cost  of  capital  would  rise  for  most  small  businesses  (debt 
is  the  predominant  outside  source  for  capital  and  the 
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interest  deduction  is  eliminated)  and  the  cost  of  capital 
would  decrease  for  large  businesses  (large  businesses  have 
an  array  of  financing  options,  one. of  which  is  equity 
instruments  which  will  be  more  attractive  to  investors  under 
the  flat  tax  proposal  due  to  the  elimination  of  double 
taxation  on  dividends  and  the  elimination  of  the  tax  on 
capital  gains.) 

While  we  understand  the  economic  theory  behind  equalizing 
the  cost  of  forms  of  capital,  small  businesses  are,  in 
effect,  excluded  from  equity  markets.  Their  only  options  are 
to  generate  the  money  internally,  borrow  from  a  friend  or 
relative  or  get  a  loan  or  mortgage  from  a  bank. 

The  danger  we  see  in  removing  the  interest  deduction  and 
making  equity  financing  more  attractive  is  that  it  provides 
a  significant  competitive  advantage  to  large  businesses. 

Graduated  Income  Tax  Rates:  The  study  we  conducted  in  1986 
found  that  the  graduated  income  tax  rates  then  in  existence 
provided  significant  assistance  to  small  businesses  in 
retaining  enough  capital  to  grow  and  expand.   Under  current 
tax  law  we  see  that  "marginal  effective  tax  rates"  increase 
with  business  size  just  as  they  did  in  1986.   In  the  model, 
when  a  flat  rate  was  used,  it  tended  to  increase  the 
effective  rate  of  tax  for  small  businesses  and  decrease  the 
effective  rate  of  tax  for  large  businesses.   A  graduated 
income  tax  helped  start-up  businesses  or  businesses  going 
through  hard  times  by  reducing  the  rate  of  tax  they  pay  to 
the  government. 

The  flat  tax  proposals  do  allow  for  some  rate  reduction.   As 
mentioned,  business  owners  will  pay  themselves  salaries  to 
take  advantage  of  the  personal  exemptions  on  the  individual 
income  tax  side.   The  generous  loss  carry-forward  allows 
them  to  shelter  income  after  experiencing  some  years  of 
loss.   If  the  business  has  cash  flow  and  profits,   it  can 
purchase  the  equipment  it  needs  and  deduct  it  fully  in  the 
year  of  purchase.   If  a  start  up  business  has  no  profits  for 
the  first  few  years,  it  can  carry-forward  its  losses 
resulting  from  capital  expenditures.   Indeed,  these  loss 
carry- forwards  may  become  its  most  saleable  product.  All  of 
these  mitigate  the  loss  of  a  graduated  business  income  tax. 

Nonetheless,  we  calculate  that  most  small  businesses  will 
still  pay  a  higher  effective  rate  of  tax  under  each  of  the 
flat  tax  proposals  we  considered.   This  is  because  their 
current  effective  rates  are  significantly  lower  than  the 
flat  tax  proposals  and  the  flat  tax  offsets  some  of  the  rate 
reduction  potential  by  including  items  that  are  not 
currently  taxed. 
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Labor  Int«nsiv«  vs.  Capital  Intansiva:  The  1986  study  drew 
no  conclusions  about  the  impact  of  a  broad  based  consumption 
tax  except  to  say  that  it  would  realign  the  relationship 
between  the  allocation  of  capital  and  labor.   The  relative 
cost  of   capital  expenditures,  generously  treated  under  the 
flat  tax  proposals  which  permit  full  expensing,  will  fall 
relative  to  labor  costs  and,  as  a  result,  as  was  found  in 
1986,  capital  will  be  substituted  for  labor.  Therefore  the 
model  tells  us  capital  intensive  businesses  would  increase 
their  share  of  the  economy  relative  to  labor  intensive 
businesses. 

He  know  that,  as  a  group,  small  businesses  are  labor 
intensive.   Appendix  Chart  #2  -  "Small  Business  Contribution 
to  the  Economy"  prepared  by  my  office  shows  that  small 
businesses  produce  50%  of  the  private  sector  output  and  54% 
of  the  employment  with  41%  of  the  assets.  Large  businesses 
then  produce  50%  of  the  private  sector  output  with  46%  of 
the  employment  and  59%  of  the  assets.  They  are  capital 
intensive. 

Taking  the  small  business  sector  as  a  whole,  then,  relative 
to  the  large  business  sector,  a  flat  tax  which  removes  the 
progressive  rate  structure  and  favors  capital  intensive 
businesses  would  place  a  higher  tax  burden  on  the  small 
business  sector  and  would  reduce  the  burden  on  the  large 
business  sector. 

The  problem  with  such  a  generalized  analysis  is  that 
individual  segments  will  be  affected  quite  differently. 
Small  building  and  construction  companies  are  cited  by  the 
1986  report  as  a' segment  that  would  do  quite  well  under  a 
capital  favoring  tax  plan.   Merchandizing  and  service 
industries,  they  found,  will  carry  more  of  the  burden  since 
they  are  labor  intensive.   One  conclusion  that  can  be  drawn 
from  this  is  that  women  owned  businesses  and  minority 
businesses,  which  have  done  well  in  labor  intensive 
industries  may  not  fare  as  well  under  a  flat  tax  system.   As 
the  report  found,  if  there  is  revenue  neutrality, 
inevitably,  some  businesses  will  benefit  at  the  expense  of 
others.   It  behooves  Congress  to  study  carefully  the 
relative  impacts. 

ANALYSIS  OF  CDIUIENT  FLAT  TAX  PROPOSALS 

Tax  Reduction;  Will  a  flat  tax  lower  the  taxes  paid  by  the 
average  small  businessman?   From  the  best  available  information 
we  have,  we  do  not  think  so.   Alvin  Rabushka  and  Professor  E. 
Hall,  in  their  book.  The  Flat  Tax,  point  out  that  the  19%  flat 
tax  on  business,  which  they  recommend  for  revenue  neutrality, 
raises  about  3  times  the  revenue  from  the  business  sector  than 
under  current  law.  (Hall  &  Rabushka  1995)   These  additional 
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revenues  must  come  from  somewhere.   Hall  and  Rabushka  surmise 
that  the  inclusion  in  the  business  sector  taxes  of  what  our 
current  system  calls  pass-through  income,  (sole  proprietorship, 
rents  and  royalties,  partnerships  and  Subchapter  S  corporations) 
accounts  for  some  of  this  increase.  But  our  best  estimate  as  to 
the  amount  of  income  tax  attributable  to  this  group  is  about  $63 
billion  which  accounts  for  about  25%  of  their  anticipated  growth 
in  revenues.   (Chart  #3  -  "The  Tax  Burden  on  Small  Businesses") 
Hall  &  Rabushka  attribute  the  remainder  of  the  increase  to  the 
elimination  of  the  deduction  for  interest  which  we  have  shown 
earlier  adverserely  effects  small  businesses,  and  the  taxation  of 
fringe  benefits.   We  would  add  to  their  list  a  rise  in  the 
effective  tax  rate  for  a  large  number  of  small  businesses. 

At  the  end  of  their  section  on  the  appropriate  rate  for  the  flat 
tax  to  remain  revenue  neutral,  they  say:  "Only  a  detailed 
analysis  of  revenue  unavailable  to  us  would  determine  whether  we 
have  over-  or  underestimated  revenue  from  the  flat  tax."  (Hall  & 
Rabushka  p.  58)   The  U.S.  Department  of  the  Treasury  has  the  most 
complete  information  and  calculates  that  a  23%  rate  would  be 
necessary  for  revenue  neutrality.  He  look  forward  to  seeing  the 
Joint  Committee  on  Taxation's  Analysis. 

Current  Effective  Tax  Rates:  Our  calculations,  based  on  the 
latest  available  IRS  Statistics  of  Income  data  (1991),  show  that 
the  majority  of  small  corporations  would  have  an  increase  in 
their  effective  tax  rate  under  the  flat  tax  proposals  while  a 
majority  of  large  corporations  would  have  a  sizable  decrease  in 
their  effective  tax  rate  averaging  about  ten  percentage  points 
for  a  drop  in  the  rate  of  almost  one  third. 

Asset  size 
(dollars) 

1  -  100,000 
100,000  to  250,000 
250,000  to  500,000 
500,000  to  1,000,000 
1,000,000  to  5,000,000 
5,000,000  to  10,000,000 
10,000,000  to  25,000,000 
25,000,000  to  50,000,000 
50,000,000  to  100,000,000 
100,000,000  to  250,000,000 
over  250,000,000 

Note:  A  copy  of  the  SOI  tables  from  which  this  information 
was  drawn  has  been  provided  to  the  committee. 

From  the  above  chart,  we  can  determine  that  if  17%  is  selected 
for  the  flat  tax  rate,  68%  of  small  corporations  (under  $25 
million  assets)  already  pay  a  lower  effective  tax  rate.   If  20% 


No.  of  Corps 

Effective 

Tax  Rate 

1,963,000 

15.9% 

629,000 

16.7% 

376,000 

19.3% 

258,900 

21.2% 

267,500 

29.2% 

37,955 

32.6% 

24,631 

32.4% 

11,009 

31.9% 

7,516 

31.3% 

0    5,982 

29.9% 

5,933 

25.8% 
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were  selected  for  a  flat  tax  rate  then  77*  of  sraall  corporations 
currently  pay  a  lower  effective  tax  rate.   Finally,  if  23%  were 
selected,  then  we  find  that  84%  of  small  corporations  already  pay 
a  lower  effective  rate. 

Importance  of  Revenue  Neutrality  -  The  Impact  of  an  Increased 
Deficit  on  Small  Businesses:    without  commenting  specifically  on 
any  proposed  tax  rate,  the  committee  should  remember  that  it  is 
important  for  the  economic  health  of  small  businesses  that  any 
tax  cut  not  adversely  affect  the  deficit  in  a  significant  way. 
The  attached  chart.  Chart  /4  -  "Net  Credit  Borrowing  by  Federal 
Government  and  Business"   prepared  by  my  staff,  shows  that  sharp 
increases  in  Federal  borrowing  tend  to  crowd  out  lending  to  all 
businesses,  but  especially  small  businesses.   In  addition,  the 
cost  of  borrowing  is  significantly  higher  for  small  businesses 
and  increases  in  interest  rates  (as  a  by-product  of  increased 
deficits)  might  put  the  price  of  credit  (if  they  are  able  to  find 
a  lender)  out  of  reach.  Small  businesses  do  not  have  the  array  of 
alternative  financing  sources  (stocks,  bonds,  etc.)   that  are 
available  to  large  businesses.   This  ma)ces  it  difficult  for  them 
to  replace  loans  or  mortgages  with  other  forms  of  capital.   Our 
office  estimates  that  small  businesses  have  available  to  them 
only  about  10%  of  measurable  business  financial  resources.   (The 
10%  figure  does  not  include  family  financing  which  is  a  major 
source  of  capital  for  small  businesses  but  which  is 
unmeasurable) . 

Loss  Carry-forward:   Research  we  have  previously  done  shows  that 
it  is  generally  four  to  five  years  before  an  average,  start-up 
small  business  shows  a  profit.   Current  law  allows  a  loss  carry- 
forward that  is  limited  but  still  of  some  use  to  small 
businesses.   The  flat  tax  proposals  allow  an  unlimited  loss 
carryforward.   Small  businesses  which  reach  a  modest 
profitability   after  few  years  of  losses  will  be  able  to  use  the 
carried-over  losses  to  shelter  present  income.   They  can  use  the 
sheltered  income  to  generate  capital  internally  for  continued 
growth . 

Unprofitable  small  businesses  may  even  be  able  to  generate 
capital  sooner  by  selling  a  shell  of  their  business  which 
includes  their  losses  but  not  their  core  assets.   In  this  way, 
they  could  gain  immediate  capital  for  expansion  and  a  more 
profitable  business  could  shelter  its  own  income  from  tax. 

Capital  Purchase  Expensing:   Small  businesses  are  currently 
permitted  to  expense  up  to  $17,500  per  year  and  an  increase  to 
$35,000  per  year  has  passed  the  House.   This  will  be  a  great  help 
to  the  operation  of  a  small  firm  and,  to  the  extent  they  have  the 
cash  flow  or  credit  to  make  the  purchases,  it  will  help  them  by 
letting  them  raise  capital  internally.   The  only  question  is 
whether  the  small  business  sector  will  pay  a  disproportionate 
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share  of  the  additional  revenue  to  be  generated  by  the  flat  tax 
in  the  overall  business  sector  if  large  businesses  are  the  major 
beneficiary  of  full  expensing. 

CONCLUSION 

The  flat  tax  is  the  ultimate  in  simplicity  and  that  is  highly 
valued  by  small  business. 

Simplicity  adds  to  the  efficiency  of  the  tax  structure  and  that 
should  be  valued  by  everyone. 

A  straight  foward  tax  structure  with  limited  record  keeping  and 
reporting  is  sought  by  small  business  owners  who  perceive  that 
the  federal  government  and  the  tax  structure  place  a  burden  on 
their  businesses. 

But,  essential  to  an  evaluation  of  flat  tax  proposals  is 
information  from  the  Treasury  and  the  Joint  Committee  on  Taxation 
that  answers  the  following  questions: 

a.  Is  the  flat  tax  truly  neutral  or  does  the  tax  burden  fall 
disporportionately  on: 

1.  innovative  start  up  companies, 

2.  high  tech  companies, 

3.  rapidly  growing  new  companies, 

4.  companies  owned  by  women  and  minorities,  and 

5.  other  small  firms? 

Preliminary  evidence  we  have  indicates  that  it  may.   Since 
these  firms  are  important  to  our  economic  health  and  vital 
to  our  future  growth  and  if  this  evidence  is  valid,  there  is 
a  real  question  whether  this  proposed  tax  change  is  either 
equitable  or  efficient. 

b.  Does  the  flat  tax  treat  human  capital  and  physical  capital  the 
same?  To  move  us  into  the  21st  century  we  need  to  start 
restructuring  our  institutions  towards  the  importance  of 
innovative  brain  power  to  our  future.  The  flat  tax  seems  to 
provide  more  incentives  to  invest  in  plant  and  equipment  than 
people. 

c.  Where  will  the  burden  fall  for  the  increases  in  revenues 
generated  by  the  business  sector?  Will  the  brunt  of  the  increase 
be  borne  by  small  business?  Our  review  of  the  1986  model  and  of 
the  most  recent  tax  data  indicates  that  large  businesses  can 
expect  reduced  taxes  while  small  businesses  can  expect  an 
increase. 
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FIAT  TAX  PROPOSALS  THAT  WERE  INCLODED  IN  THE  TOP  SO 
RECOMMENDATIONS  AT  THE  REGIONAL  WHITE  bOOSE  CONFERENCES 


a.  Dallas  Regional  Conference   -  A  top  priority  for  Congress 
should  be  to  pass  Congressman  Richard  Armey's  "Flat  Tax" 
(H.R.  4585)  because  it  combines  fairness,  efficiency,  cost 
savings  and  economic  stimulus  for  small  business  and  the 
country.   (Proposed  by  Texas  delegation) 

b.  Atlanta  Regional  Conference  -  To  promote  a  fair  and 
equitable  system  of  taxation,  to  encourage  greater  and 
understanding,  and  to  ttotally  simplify  the  complicated 
system  with  a  simple  flat  tax  for  individuals  and 
businesses.   (Proposed  by  Kentuc)cy,  North  Corolina,  Florida, 
South  Carolina  and  Alabama  delegations) 

c.  New  Yor)c  Regional  Conference  -  The  tax  code  is  overly 
complex  and  costly  to  comply  with.   Congress  should  enact  a 
FLAT  INCOME  TAX  to  fund  (reduced)  government  operations 
without  borrowing;  1)  the  tax  should  bge  simple,  and  totally 
flat  to  allow  for  the  LOWEST  possible  tax  rate  for  ALL 
Americans;  and  2)  it  should  be  completely  transparent  (no 
hidden  taxes) ;  and  it  shall  replace  ALL  currently  existing 
federal  taxes.  (Proposed  by  the  New  Yor)c  -  Buffalo 
delegation) 


CHART  #1 
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MEASURABLE  FINANCING  OF  BUSINESS 
(Billions  of  Dollars) 


Small  Firms 
Bank  Loans^ 
Commercial  Mortgages^ 
Trade  Debt^ 
Finance  Companies^ 
IPO^ 

Venture  Capital' 
sBA 


Laroe  Finns 

$93 

Bank  Loans^ 

$277 

406 

Commercial  Mortgages^ 

304 

225 

Trade  Debt' 

558 

74 

Finance  Companies' 

223 

8 

Stock  Market* 

5,065 

35 

Bond  Market4* 

1,254 

2 

Commercial  Paper* 
International 

136 

Borrowing 

138 

;843 

Totals 

$7,955 

Totals 

The  grand  total  is  $8.8  trillion  of  which  the  small 
business  share  is  only  9.6  percent. 


'Small  firm  loans  are  C&I  loans  o£  less  than  $250,000.   Large  £im  loans  are  all 
other  C&I  loans.  June  1994.   Call  reports  and  the  Flow  of  Fund  A^''"""t;B 

'Table  B.l  1994The  State  of  Small  Business.  A  Report  of  the  President.  1994. 
Data  are  for  1992. 

'IPO  for  the  last  six  years,  1988-93,  Table  B.13,  The  State  of  Small  Business.  A 
Report  of  the  President.  1994. 

'Flow  of  Funds  Accounts.  3rd  Quarter  1994,  p. 112,  Data  are  for  nonfinancial 
corporations. 

'enture  Capital  Journal.  1993  data. 


'SBA's  portfolio  as  of  10/31/94  was  $21.5  billion  of  which  $19  billion  will  be 
included  in  other  totals. 
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CHART  /2    SMALL  BUSINESS  PARTICIPATION  IN  THE  ECONOMY 

Smmll  Businaaa  Providaa: 

52  p«rc«nt  of  salas 

SO  percent  of  private  aector  output 

54  percent  of  eaploynent 

Small  Buaineaa  Haa:^ 

41  percent  of  total  aaaeta 
41  percent  of  total  debt 
41  percent  of  net  worth 

But  received  only  10.5  percent  of  neaaurable  buaineaa  finance. 


-  Table  B.l,  The  Stace  of  Small  Business.  A  Report  of  the 
President  1994,  mimcgraphed  draft. 

'  See  attached  table. 


67 


PRELIMINARY  ESTIMATES  OF 
THE  TAX  BURDEN  ON  SMALL  BUSINESS 
ASSUMPTIONS : 

1.  CORPORATIONS  WITH  LESS  THAN  $25  MILLION  IN  ASSETS  ARE  DEFINED 
AS  SMALL.  IN  1989  THEY  HAD  13%  OF  NET  INCOME.  THE  SAME  PERCENTAGE 
IS  ASSUMED  FOR  1991 

2 .  THE  AVERAGE  EFFECTIVE  TAX  RATE  FOR  ALL  SMALL  CORPORATIONS  IN 
1991  IS  18%.  (THE  AVERAGE  EFFECTIVE  TAX  RATE  FOR  ALL  CORPORATIONS 
IS  26%.) 

3.  GIVEN  COMPETITION,  THE  LONG-RUN  RATE  OF  RETURN  ON  ASSETS 
INVESTED  IN  CORPORATIONS  OF  VARIOUS  SIZES,  PARTNERSHIPS  AND 
PROPRIETORSHIPS  SHOULD  ALL  BE  THE  SAME.   CONSEQUENTLY  THE 
EFFECTIVE  TAX  BURDEN  IN  THE  LONG  RUN  ON  ALL  FORMS  AND  SIZES  OF 
BUSINESS  SHOULD  BE  EQUAL. 

4 . IF  THE  EFFECTIVE  TAX  RATE  FOR  ALL  SMALL  CORPORATIONS  IS  A 
REASONABLE  PROXY  FOR  THE  LONG  RUN  EFFECTIVE  TAX  BURDEN,  THEN  THE 
TAX  BURDEN  ON  SMALL  BUSINESS  CAN  BE  ESTIMATED  AS  FOLLOWS: 

(IN  BILLIONS) 

Net  Income*         Tax  Rate  Tax  Burden 

Proprietorships    $141.5  .18  $25.5 

.18  8.9 

.18  16.7 

.18  11.9 

63.0 

(APPLYING  THE  AVERAGE  EFFECTIVE  TAX  RATE  FOR  ALL  CORPORATIONS 
WOULD  YIELD  A  TOTAL  TAX  BURDEN  OF  $92  BILLION.) 

*Net  income  plus  compensation  to  owners  and  officers,  except  for 
small  C  corps  where  it  is  just  net  income. 

F:USER\REB\TAX 
5\9\95 


Partnerships 

49.3 

S  Corp. 

92.6 

Small  C  Corp. 

66.2 

Totals 

349.6 
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Madame  Chairman  and  Members  of  the  Committee: 

Good  morning.  I  am  Paul  Hense,  and  I  am  a  CPA  from  Grand  Rapids,  Michigan. 
I  have  worked  in  the  small  business  community  for  many  years,  serving  on  the  Board  of 
Directors  of  the  Small  Business  Association  of  Michigan  and  the  Tax  Committee  of 
National  Small  Business  United.  I  welcome  the  chance  to  be  here  today  and  to  comment 
on  the  flat  tax  and  its  potential  impact  on  small  businesses.  Certainly,  there  are  few 
issues  of  more  importance  to  the  small  business  community  than  the  federal  tax  code. 

First,  we  want  to  thank  the  Subcommittee  on  Taxation  and  Finance  of  the  House 
Small  Business  Committee,  and  particularly  Chairman  Smith,  for  holding  this  hearing. 
We  think  it  is  critical  for  the  Small  Business  Committee  to  continue  to  explore  a  broad 
range  of  small  business  issues,  even  where  final  legislative  jurisdiction  lies  with  another 
committee.  This  Subcommittee  can  play  a  key  role  in  uncovering  important  nuances  to 
small  business  tax  policy,  which  might  not  come  to  the  fore  in  the  Ways  &  Means 
Committee. 

National  Small  Business  United  (NSBU)  is  the  oldest  trade  association  exclusively 
representing  small  businesses  in  this  country— for  over  50  years  now.  NSBU  is  a 
volunteer-driven  association  of  small  businesses  from  across  the  country,  founded  from 
a  1986  merger  of  the  National  Small  Business  Association  and  Small  Business  United. 
NSBU  represents  over  60,000  businesses  and  has  members  in  each  of  the  50  states,  as 
well  as  representing  local,  state,  and  regional  small  business  associations. 
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I.   OVERVIEW 

The  current  tax  system  impedes  small  business  growth  by  discouraging  long-term 
investment  through  high  capital  gains  taxes  and  by  hindering  job  creation  with  an  over- 
reliance  on  payroll  taxes.  This  twin  burden  hits  small  business  very  hard.  It  is  time  for 
Congress  and  the  American  people  to  engage  in  a  fundamental  debate  about  the  way  the 
federal  government  taxes  the  American  people.  The  flat  tax  currently  being  discussed  is 
an  important  contribution  to  this  debate. 

NSBU  did  not  support  the  1986  Tax  Reform  Act,  which  created  the  basic  tax  structure 
which  exists  today.  Our  opposition  was  largely  based  upon  the  removal  of  incentives  to 
encourage  investment  and  economic  growth,  such  as  a  capital  gains  differential.  And 
since  1986,  the  structural  tax  burden  on  small  business  has  only  been  made  heavier. 
There  has  been  no  substantial  capital  gains  rate  relief  (only  on  targeted  investments  in 
some  C  Corporations),  while  personal,  corporate,  and  payroll  tax  rates  have  actually  gone 
up. 

Though  we  did  not  support  the  1986  Act,  NSBU  was  very  encouraged  by  one  aspect  of 
its  passage:  there  was  an  attempt  by  the  framers  of  the  1986  Tax  Reform  Act  to  elevate 
the  new  code  to  a  more  permanent  status  and  resist  significant  future  change.  We  all 
know  that  this  protection  of  the  code  did  not  last  long.  After  the  relatively  significant  tax 
code  changes  in  1990  and  again  in  1993,  it  must  be  recognized  that  the  present  tax  system 
has  become  a  fluid  set  of  rules  which  bend  to  influence.  But  business  owners  need  a 
clear  set  of  rules  they  can  count  on  for  the  future. 

When  the  next  major  tax  debate  is  over  and  a  new  tax  code  is  in  place,  we  should  make 
a  stronger  national  commitment  to  its  permanence.   The  underpinnings  of  any  tax  code 
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are  supposed  to  be  simplicity,  fairness,  and  consistency.  While  we  are  always  debating 
our  system's  adherence  to  the  first  two  principals,  we  clearly  violate  the  third.  Small 
businesses  simply  cannot  cope  with  the  ever-changing  nature  of  the  tax  code. 

n.   PAYROLL  TAXES 

Many  parts  of  the  current  tax  code  present  problems  for  small  businesses.  But  no  taxes 
disproprotionately  burden  small  businesses  and  discourages  job  creation  more  than  payroll 
taxes.  Payroll  taxes  have  been  a  popular  area  for  increasing  taxes,  as  has  been  proven 
in  both  1990  and  1993.  In  1990,  the  cap  on  earned  income  subject  to  the  combined  2.9 
percent  Medicare  payroll  tax  (part  of  PICA)  was  raised  to  $135,000  (from  $51,300);  in 
1993,  the  cap  was  removed  entirely.  Holders  of  corporations  organized  under  Subchapter 
'S'  have  been  forced  to  pay  both  sides  of  this  tax,  making  for  a  substantial  tax  increase. 
We  have  more  recently  seen  proposals  that  payroll  taxes  fund  health  care  reform  and 
worker  training. 

The  obvious  problem,  of  course,  is  that  a  payroll  tax  amounts  to  a  tax  on  employment. 
Taxing  businesses  for  hiring  an  employee  clearly  discourages  increased  employment, 
which  is  damaging  to  the  unemployed,  the  business,  and  the  economy.  But,  beyond  the 
obvious  economic  problems  associated  with  payroll  taxes,  there  are  also  problems  with 
fairness.  Most  small  businesses  are  much  more  labor  intensive  than  their  larger 
counterparts.  Payroll  taxes  cause  these  small  businesses  to  be  taxed  at  a  higher  effective 
rate  than  the  larger,  more  capital-intensive  firms. 

Payroll  taxes  must  be  paid  whether  a  business  is  making  a  profit  or  not.  The  fact  that 
this  huge  tax  must  be  paid  regardless  of  the  financial  condition  of  the  company  creates 
substantial  problems.    Pirst,  it  discourages  new  businesses.    Most  new  businesses  lose 
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money  in  their  early  days  and  payroll  taxes  amount  to  one  more  debt  that  must  be 
somehow  financed.  Second,  it  discourages  employment.  The  only  way  a  business  in  a 
financial  bind  can  reduce  payroll  taxes  is  to  reduce  payroll;  this  means  fewer  jobs  or 
lower  wages. 

Payroll  taxes  now  account  for  38  percent  of  all  federal  revenues.  We  believe  that  it 
should  not  be  possible  to  discuss  overhaul  of  the  federal  tax  system  without  explicitly 
involving  payroll  taxes.  We  must  find  ways  to  reduce  the  payroll  tax  burden  on 
American  small  businesses.  Naturally,  entitlement  reform  may  be  a  part  of  this 
discussion  (we  think  it  should  be),  but  it  should  also  be  in  the  context  of  the  rest  of  the 
tax  system  and  how  federal  revenues  should  be  raised.  We  hope  that  the  flat  tax  debate 
will  broaden  to  include  a  discussion  of  payroll  taxes. 

m.   THE  ARMEY  FLAT  TAX 

Majority  Leader  Richard  Armey  has  proposed  to  replace  the  current  income  tax  system 
with  a  flat,  non-progressive  tax  which  would  allow  very  few  deductions.  The  premise 
is  to  tax  all  income  only  once,  so  deductible  business  payments  to  individuals  are  taxable 
to  the  individual,  and  non-deductible  business  payments  to  individuals  are  tax-free  to  the 
individual.  This  propoposal  is  a  very  important  contribution  to  the  national  tax  debate 
and  we  applaud  Leader  Armey  for  pursuing  this  debate  so  aggressively.  NSBU  has  not 
yet  taken  a  stand  on  this,  or  any  other,  tax  overhaul  proposal,  but  we  are  happy  to  offer 
our  comments. 

Obviously,  one  major  gain  from  such  a  system  stems  from  simplicity.  Small  business 
owners  spend  billions  of  dollars  every  year  to  comply  with  our  very  complex  tax  code, 
and  most  of  this  time  and  expense  would  be  eradicated  under  the  Armey  plan.     A 
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business  would  simply  begin  with  all  gross  revenue  and  deduct  purchases  of  goods  and 
services,  capital  equipment,  land,  and  employee  wages.  All  other  income  (such  as 
disbursements  to  shareholders)  would  be  taxed.  This  type  of  system  eliminates  tax-based 
distinctions  between  S  Corporations,  C  Corporations  and  non-incorporated  entities. 
Businesses  would  choose  an  entity  based  upon  needs  other  than  the  tax  code. 

Benefits  to  Small  Business: 

•  Simplicity.  The  most  obvious  benefit  of  such  a  plan  is  simplicity.  The  federal 
tax  system  places  extraordinary  burdens  on  small  businesses  which  would  largely 
be  removed  by  the  Armey  flat  tax  proposal.  This  benefit  could  be  substantial  and 
should  not  be  underestimated.  However,  one  underlying  problem  is  that  current 
state  income  tax  systems  are  still  based  upon  an  elaborate  system  of  deductions  and 
exclusions.  Until,  or  if,  these  states  change  their  tax  systems  to  reflect  the  new 
federal  system,  the  total  record-keeping  and  filing  burden  might  not  be 
substantially  reduced. 

•  Capital  Gains  Taxes.  The  Armey  proposal  would  eliminate  both  capital  gains  and 
alternative  minimum  taxes.  This  change  should  greatly  stimulate  investment, 
especially  in  assets  that  primarily  pay-off  in  capital  gains  (as  opposed  to 
dividends).  Investments  in  small  businesses  realize  profits  almost  exclusively  as 
capital  gains,  so  such  a  change  would  be  a  big  boon  to  the  small  business 
community  in  genral. 

•  Estate  Taxes.  An  issue  of  long-standing  concern  for  many  small  business  owners 
is  the  tax  on  inherited  property.  For  years,  families  have  been  faced  with  the 
problem  of  liquidating  the  family  business  in  order  to  pay  the  taxes  on  its 
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inheritance.  In  order  to  help  these  small  business  owners  pass  on  their  businesses 
in  its  entirety,  the  federal  government  has  allowed  the  first  $600,000  of  an 
inherited  company's  worth  to  be  nontaxable.  The  problem,  of  course,  is  that  many 
small  businesses  are  worth  much  more  than  $600,000,  and  liquid  assets  for 
taxation  can  be  hard  to  come  by.  Furthermore,  this  exemption  was  instituted  more 
than  a  decade  ago,  and  inflation  has  greatly  diminished  its  value  since  that  time. 
The  Armey  plan,  however,  would  eliminate  the  estate  tax.  Such  an  elimination 
will  not  only  allow  the  continuation  of  family  businesses,  it  would  also  allow 
capital  otherwise  used  for  estate  planning  purposes  to  be  invested  back  in  the 
business  to  create  jobs  and  economic  growth. 

Deductions  for  Land,  Structures,  and  Capital  Equipment.  Allowing  businesses 
to  immediately  deduct  purchases  of  land,  structures,  and  capital  equipment  could 
a  major  benefit  to  many  small  businesses.  Currently,  land  is  not  deductible  at  all 
and  structures  and  equipment  are  depreciable  over  a  period  of  time  (with  the 
exception  of  a  small  one-year  "expensing"  provision).  Especially  for  new 
businesses  and  start-ups,  which  are  making  such  investments  on  thin  capitalization, 
such  allowances  could  make  a  critical  difference.  The  proposal  is  not  clear  on  one 
point.  In  a  given  year,  a  small  business*  investments  in  new  land  or  structures 
could  certainly  exceed  its  total  revenues.  In  such  cases,  is  there  a  operating  loss 
carryover  to  the  next  year? 

Ending  Double  Taxation  of  Business  Profits.  One  of  the  major  disincentives  to 
investment  under  the  current  tax  code  is  the  double  taxation  of  corporate  profits, 
which  are  taxed  at  both  the  corporate  and  shareholder  level.  Under  the  Armey 
plan,  this  income  is  only  taxed  once,  which  should  act  as  a  major  incentive  for 
increased  investment. 
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Potential  Problems  for  Small  Business: 

•  Equity  Versus  Simplicity.  Equity  and  simplicity  have  traditionally  been  at 
loggerheads  in  creating  a  better  tax  code.  The  real  crux  of  equity  is  in 
determining  taxable  income.  The  Armey  proposal  creates  one  system  which 
allows  a  very  small  list  of  deductions  from  gross  revenues.  But  every  business  is 
different,  with  a  different  list  of  critical  and  necessary  business  expenses. 
Businesses  whose  key  expenses  align  with  those  allowed  in  the  Armey  proposal 
will  fare  well  under  it.  But  there  may  be  other  types  of  businesses  which  will  not 
fare  as  well.  Anytime  the  tax  system  allows  (or  does  not  allow)  certain  expenses 
to  be  subtracted  from  taxable  income,  it  favors  some  types  of  businesses  (those 
with  the  bulk  of  the  allowable  expenses)  over  others.  The  only  way  around  this 
problem  is  to  tax  something  besides  income,  such  as  consumption,  which,  of 
course,  comes  with  its  own  set  of  biases. 

At  the  end  of  the  day,  businesses  large  and  small  will  align  mostly  according  to 
industry  and  make  judgments  about  whether  increased  simplicity  and  lower  rates 
outweigh  their  loss  of  deductions.  But  we  do  not  yet  have  enough  information  to 
predict  exactly  how  this  alignment  will  fall. 

•  Higher  Tax  Rates  for  Small  Corporations.  Some  small  corporations  will 
actually  see  a  rate  hike  under  the  Armey  proposal.  The  lowest  marginal  rate  is 
currently  15  percent,  which  would  rise  to  20  and  then  17  percent  under  the 
proposal. 

•  Lackof  Interest  Deduction  Hurts  Start-Ups.  We  all  know  that  small  businesses 
create  most  new  jobs  in  this  country.    But  what  is  less  well  known  is  that  most 
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new  small  business  jobs  comes  from  new  business  start-ups,  an  area  where  the 
U.S.  leads  the  world.  But  many  of  these  new  businesses  are  highly  leveraged. 
Being  able  to  deduct  these  interest  expenses  is  critical  to  many  businesses  just 
starting. 

•  Property  Values.  Tax  changes  in  1986  were  largely  responsible  for  the  fall  in 
commercial  real  estate  values,  which  was  largely  responsible  for  the  savings  and 
loan  crisis,  which  was  a  major  contributor  to  the  recent  recession.  Seemingly 
small  changes  in  the  tax  code  can  have  far-reaching  economic  consequences. 
There  is  a  potential  danger  that  sections  of  the  Armey  proposal,  specifically  the 
elimination  of  the  home  mortgage  deduction,  could  have  even  greater  effects. 
Many  small  business  owners  take  second  home  mortgages  to  finance  their 
businesses.  Therefore,  a  slide  in  home  values  could  have  devastating 
consequences  for  both  current  small  businesses  and  future  start-ups. 

IV.   CONCLUSION 

Thank  you  for  holding  this  hearing  and  giving  NSBU  a  chance  to  relay  its  views  on  tax 
policy.  The  association  will  continue  to  work  on  these  issues  and  develop  more  specific 
thoughts  and  input.  As  we  proceed,  we  will  continue  our  dialogue  with  the  subcommittee 
and  other  members  of  Congress. 

We  look  forward  to  the  upcoming  round  of  hearings  the  robust  debate  on  federal  tax 
policy.   Please  contact  us  if  we  can  be  of  any  further  assistance. 
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Madam  Chairman  and  Members  of  the  Subcommittee.  I  thank  you 
for  Inviting  me  here  today  to  discuss  the  flat  Income  tax  and  Its  Impact 
on  the  small  business,  entrepreneurial  sector  of  our  economy.  My  name 
Is  Ray  Keating,  and  I  am  chief  economist  for  the  Smsdl  Business  Survival 
Committee,  a  small-business  advocacy  organization  with  over  40.000 
members  across  the  nation. 

As  you  well  know,  entrepreneurs  drive  the  economy.  By  creating 
and  Investing  In  new  businesses,  ideas,  and  innovations,  the 
entrepreneur  ensures  capitalism's  constant  renewal  and  growth.  While 
government  can  assist  this  process  by  protecting  life  and  limb  and 
guaranteeing  property  rights,  government  unfortunately  more  often  than 
not  creates  obstacles  to  entrepreneurshlp  and  economic  growth.  Perhaps 
the  most  formldjible  of  the  many  governmental  obstacles  thrown  in  the 
path  of  entrepreneurs  during  this  century  has  been  the  U.S.  federal 
Income  tax  code. 

As  constituted  today,  the  federal  Income  tax  system  amounts  to  a 
convoluted  mess.  It  Is  complicated.  Inefficient,  Intrusive,  and  serves  as 
an  impediment  to  entrepreneurshlp.  investment,  economic  growth,  and 
job  creation. 

To  that  end.  it  should  come  as  no  surprise  that  the  great  debate  on 
overhauling  our  nation's  tax  system  is  welcomed  with  open  arms  by  our 
nation's  small  business  owners.  In  fact,  according  to  a  recent  survey  by 
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the  Small  Business  Survival  Committee  and  the  Luntz  Research 
Companies,  the  flat  tax  Is  resonating  very  favorably  with  the  small 
business,  entrepreneurial  sector.  When  given  the  specifics  of 
Representative  Dick  Armey's  flat  tax  plan,  56  percent  of  respondents 
from  a  nationwide  survey  of  500  small  businesses  supported  the  flat  tax 
while  36  percent  opposed  it.  The  Intensity  of  the  support  Is  Interesting 
as  25  percent  "strongly  support"  the  flat  tax  while  3 1  percent  "somewhat 
support"  it.   In  terms  of  opposition  to  the  flat  tax.  1 5  percent  of  small 
business  respondents  "somewhat  oppose,"  and  21  percent  "strongly 
oppose"  It. 

Whfle  the  Small  Business  Survival  Committee  does  not  base  Its 
policy  positions  on  surveys  £md  polls,  I  provide  you  with  these  numbers 
to  give  the  Committee  a  sense  of  the  support  for  a  flat  tax  in  the 
business  conmiunlty.  We  also  found  interesting  trends  In  our  survey 
based  on  business  size  and  geographic  location.  The  larger  the  business, 
the  greater  was  the  intensity  of  support.   In  terms  of  geographic  location, 
businesses  In  the  Mid-Atlantic,  Southern,  and  Western  states  were  more 
favorable  to  a  flat  tax,  while  respondents  in  New  England,  the  Mid-West, 
rust-belt,  and  Pacific  Coast  states  registered  a  greater  intensity  of 
opposition.  Please  note,  however,  that  across  all  categories  of  business 
size  and  location,  support  was  strong  for  a  flat  tax. 
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Let  me  add  again  that  we  outlined  the  flat  tax  proposjil  for  each 
participant  —  specifically  mentioning  which  tax  write-offs  they  would 
lose,  and  what  would  not  be  taxed  under  the  Armey  plan. 

In  the  accompanying  Small  Business  Survival  Foundation  study 
(each  of  you  should  have  a  copy).  1  outlined  some  basic  criteria  for  a 
sound  tax  system.  These  are: 

•  Low  Flat  Tax  Rate  to  Promote  Etconomic  Growth  ~  the  lower  and 
more  proportional,  or  flatter,  the  tax  rate  system  the  better.  A  flat 
tax  Is  a  fair  system,  as  individuals  and  businesses  pay  taxes  In 
proportion  to  the  income  they  earn.  And  more  importantly,  a  low,  flat 
tax  rate  creates  far  fewer  disincentives  for  working,  investing,  and  risk 
taking  than  does  a  system  of  steeply  progressive  tax  rates. 

•  No  Taxation  of  Capital  ~  taxing  returns  on  investment  and  savings 
makes  absolutely  no  economic  sense.  Taxes  on  savings,  dividends  and 
capital  gains  amount  to  double  taxation  and  are  essentially  levies  on 
economic  growth. 

•  Inflation  Factor  ~  the  detrimental  effects  of  inflation  should  be 
factored  into  any  tax  system's  design. 
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•  Clarity  —  the  clearer  the  tax  system  the  better.  It  should  be 
apparent  how  much  Is  owed,  who  Is  paying,  and  when  the  tax  Is  being 
paid. 

•  Simplicity  -  tax  payments  should  be  made  as  easy  and  as  simple  as 
possible  for  the  taxpayer  without  any  loss  of  clarity. 

•  Limited  Bureaucracy  and  Intrusiveness  -  the  fewer  tax  collectors 
and  the  more  limited  their  powers  the  better. 

•  Minimize  Incentives  for  Tax  Avoidance  -  taxes  should  be  low 
enou^  and  easy  enough  to  comply  with  so  as  to  not  provide 
significant  incentives  for  avoidance. 

•  No  Additional  Boost  to  Government  Spending  ~  a  tax  system's 
design  should  not  make  it  any  easier  for  government  to  increase 
expenditures. 

Our  current  income  tax  system  scores  miserably  according  to  these 
criteria: 

•  Current  tax  rates  are  high  and  progressive  —  punishing  work,  success 
and  the  economy. 
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•  Capital  is  taxed,  including  interest  from  savings,  dividends,  and  capital 
gains.  As  you  know  the  top  capital  gains  tax  rate  for  individuals  stands 
at  28  percent,  and  for  corporations  at  35  percent. 

•  In  terms  of  the  inflation  factor,  the  current  system  is  split.   On  the 
positive  side,  tax  rates  are  indexed  so  that  merely  inflationary  increases 
in  income  no  longer  push  taxpayers  into  higher  tax  brackets.   On  the 
negative  side,  capital  gains  are  not  indexed  for  inflation.  Under  such  a 
regime,  the  real  tax  rate  on  capital  gains  is  much  higher  than  the  stated 
rate  of  28  percent.  In  fact,  investors  can  wind  up  paying  taxes  on  real 
capital  losses  under  the  current  system.  Since  one  of  the  major 
difficulties  facing  most  small  businesses  is  raising  capital,  high,  real 
capital  gains  tax  rates  are  particularly  detrimental. 

•  Withholding  Eind  corporate  taxation  make  the  current  system  quite 
murky  as  to  who  is  paying  taxes,  when,  and  how  much? 

•  As  for  simplicity,  in  the  accompanying  paper  1  outline  just  a  handful  of 
our  current  system's  many  costs  and  complexities.  Suffice  it  to  say  here 
that  1  have  never  met  anyone  claiming  that  our  current  income  tax 
sj^tem  was  simple. 

•  Few,  if  anyone,  also  claim  that  our  system  allows  for  a  small  tax 
collection  bureaucracy  or  limited  government  Intrusiveness  into  the 
private  financial  affairs  of  citizens. 
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•  The  comblnaOon  of  high  tax  rates  and  tax  law  complexities  create 
significant  Incentives  for  tax  avoidance  and  evasion. 

•  Finally,  the  Income  tax.  especially  one  with  high,  progressive  tax  rates, 
has  always  acted  as  high-octane  fuel  for  government  spending. 

To  the  contrary,  a  low-rate,  flat  Income  tax  scores  very  high 
according  to  our  criteria  for  a  sound  tax  system. 

•  As  currently  debated,  a  flat  tax  system  would  Impose  a  rate  of  about  17 
percent  on  aU  Income  above  a  certain  level  allowed  for  exemptions.  A  17 
percent  top  tax  rate  would  be  the  lowest  this  nation  has  witnessed  since 
before  World  War  I.  The  rewards  for  working,  risk  taking,  and  succeeding 
would  be  greatly  enhanced. 

•  Capital  would  not  be  taxed.  Interest  on  savings,  dividends,  and  capital 
gains  would  not  be  taxed  —  eliminating  current  double  taxation  and 
providing  a  huge  boost  to  economic  growth.  Obviously.  Incentives  for 
saving.  Investment,  and  entrepreneurshlp  would  skyrocket,  and  trillions 
of  dollars  would  be  freed  up  and  made  avaflable  for  investment  in  new 
and  expanding  businesses. 

•  Under  a  flat-tax-rate  scenario  with  no  taxation  of  capital  gains, 
government  possesses  few,  if  any.  tax-related  reasons  to  inflate. 
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•  If  a  flat  tax  eliminates  withholding,  as  Representative  Dick  Armey's 
plan  would,  the  true  cost  of  government  will  become  Increasingly  clear  to 
the  average  citizen.  Though,  by  continuing  to  tax  business  income,  the 
system  would  still  lack  complete  clarity,  as  corporate  taxes  would  be  at 
least  partially  hidden  in  the  form  of  lower  profits  or  higher  prices. 

•  A  low,  flat  income  tax  would  be  vastly  simpler  than  our  current  system. 
Tax  compliance  costs  would  plummet.  Resources  would  be  shifted  away 
from  tax-related  make-work  to  productive  ventures. 

•  As  for  bureaucracy,  the  IRS  could  be  greatly  downsized  as  tax 
complexities  evaporate  and  both  individuals  and  businesses  file  returns 
on  small  index  cards.  The  potentlcd  dangers  of  government 
intruslveness,  however,  stlU  exist  with  such  an  Income  tax.  Tlie  IRS 
would  continue  to  poke  Its  nose  around  In  the  private  financial  affairs  of 
citizens,  but  probably  to  a  lessor  extent  than  today. 

•  The  combination  of  a  low  tax  rate  and  the  elimination  of  deductions 
and  credits,  greatly  limits  Incentives  for  tax  avoidance  or  evasion. 

•  The  flat  tax  would  serve  as  a  great  Improvement  over  the  current 
system  In  terms  of  its  impact  on  government  spending.   How  so?  First, 
Congress  should  not  only  be  looking  to  shift  to  a  flatter  tax  rate  system, 
but  should  be  looking  to  provide  overall,  much-needed  tax  reduction. 
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This  would  assist  In  limiting  spending  Increases,  lowering  government's 
share  of  GDP,  and  boosting  economic  growth.  Second,  by  ending 
withholding,  the  true  cost  of  government  will  become  clearer  to  taxpayers 
as  they  actually  sit  down  and  write  out  a  check  to  the  federal  goverrmient 
for  their  tax  bill  on  a  monthly  or  quarterly  basis.   Demands  for 
government  to  economize  should  drastically  Increase  under  such  a 
reform.  Of  course,  the  downside  remains  that  Income  taxes  have  always 
fueled  the  growth  of  government,  whether  at  the  national,  state  or  local 
levels  —  and  the  flat  tax  Is  still  an  Income  tax. 

Overall,  a  low-rate,  flat  Income  tax  would  serve  as  a  boon  to 
entrepreneurs,  small  business,  and  the  economy.  In  the  short  run,  there 
will  be  a  few  adjustment  pains  for  some  businesses  that  grew  out  of 
various  artificial  Incentives  In  our  current,  complex  tax  code.   But  such 
woes  would  soon  fade  away,  to  be  dwarfed  by  vastly  Improved  Incentives 
for  Investment  and  entrepreneurshlp.  In  terms  of  expanding  the  pool  of 
available  capital,  lowering  and  flattening  Income  tax  rates,  and  tax 
simplification,  make  no  mistake  about  It.  small  business  will  thrive 
under  such  reforms. 

1  would  simply  add  that  the  lower  you  can  push  tax  rates  the 
better.   In  fact,  a  flat  tax  rate  of  just  10  percent  has  a  nice  ring  to  It. 

Thank  you  Madam  Chairman  and  Members  of  the  Committee.   On 
behalf  of  our  small  business  members  nationwide,  we  appreciate  your 
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efforts  to  study  the  important  issue  of  tax  overhaul.   Both  through 
private  conversations  with  small  business  owners  and  surveys,  we  find 
that  government  taxation  —  especially  federal  taxes  —  remains  the 
number  one  concern  of  business  owners.  The  Small  Business  Survival 
Committee  looks  forward  to  working  with  you  and  the  Committee  £is  you 
continue  to  study  and  hold  hearings  on  the  various  tax  overhaul 
proposals.  1  look  forward  to  answering  any  questions  you  may  have 
about  my  testimony. 
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Introduction 

Entrepreneurs  drive  the  economy.  By  creating  and  Investing  In 
new  businesses.  Ideas,  and  innovations,  the  entrepreneur  ensures 
capitallsni's  constant  renewal  and  growth.  While  government  can  assist 
this  process  by  protecting  life  and  limb  and  guaranteeing  property  rights, 
government  unfortunately  more  often  than  not  creates  obstacles  to 
entrepreneurshlp  and  economic  growth.  Perhaps  the  most  formidable  of 
the  many  governmental  obstacles  thrown  In  the  path  of  entrepreneurs 
during  this  century  has  been  the  U.S.  federal  Income  tax  code. 

As  constituted  today,  the  federal  Income  tax  system  amounts  to  a 
convoluted  mess.  It  Is  complicated,  inefficient.  Intrusive,  and  serves  as 
an  impediment  to  entrepreneurshlp.  Investment,  economic  growth,  and 
Job  creation. 

In  fact,  only  narrow  special  Interests,  lobbyists,  lawyers,  and  tax 
accountants  can  derive  any  benefit  from  the  current,  complex  income  tax 
system.  Of  course,  the  system  can  be  largely  attributed  to  their  influence 
peddling  In  our  nation's  capital  city.   In  the  face  of  such  organized 
Interests,  a  complete  overhaul  of  our  tax  system  has  verged  on  fantasy 
for  the  past  six  to  seven  decades  —  until  now. 

The  Great  Tax  Debate"  has  arrived  In  Washington,  D.C.  A  variety 
of  tax  overhaul  proposals  are  being  given  serious  consideration  not  only 
In  the  many  think  tanks  that  sprinkle  Washington,  D.C.'s  urban 
landscape  but  In  the  Halls  of  Congress. 

In  the  following  peiges,  we  shall  examine  criteria  for  a  sound  tax 
system,  review  the  main  problems  of  our  current  tax  system,  and  analyze 
alternative  proposals.  Ideas  for  replacing  the  current  income  tax  system 
include  a  flat  income  tax,  a  national  sales  tax,  a  "consumed-lncome" 
tax,  or  a  value-added  tax  (VAT). 

Naturally,  every  form  of  taxation  has  a  downside  —  distorting  the 
workings  of  the  marketplace  and  Impeding  economic  growth  to  some 
degree.  Obviously,  the  goal  should  be  to  minimize  such  distortions.  Our 
current  income  tax  system  falls  this  test  miserably,  and  the  search  is  on 
for  an  Improved  tax  system. 
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Basics  of  a  Sound  Tax  System 

TTie  early- 19th-century  supply-side  economist  Jean-Baptlste  Say 
observed:  Teuces  and  restrictive  measures  never  can  be  a  benefit:  they  are 
at  best  a  necessary  evU..."  It  Is  with  such  a  qualifier  that  we  explore  the 
basics  of  a  sound  tax  code. 

Over  the  centuries  economists  have  offered  numerous  guidelines 
for  what  a  tax  system  should  and  should  not  accomplish.  The  father  of 
modem-day  economics,  Adam  Smith,  offered  four  maxims  of  taxation  In 
1776.  quoted  in  the  accompanying  box.  Smith's  tax  criteria  make  sense 
today,  over  200  years  after  he  first  outlined  them.  He  provides  us  with 
the  basis  for  a  good  checklist  with  which  to  evaluate  our  current  tax 
system  and  any  reform  proposals. 


Adam  Smith  on  a  Sound  Tax  Sjratem:  The  Wealth  qf  Nations  (1776) 

T  Thf  subjects  (^ every  state  ought  to  contribute  towards  the  support 
<^UTe  government,  as  neariy  as  possibie,  in  proportion  to  tiielr  respective 
abHtties:  that  is,  in  proportion  to  the  revervue  which  they  respectluely  er^oy 
under  the  protection  qfthe  state.... 

"U.  The  tax  whk^  each  individual  is  bound  to  pay  ought  to  be  certain, 
and  not  arbitrary.  The  time  qf  payment,  the  manner  (^payment,  the 
qucmtitytobepcJd,oughtaUtobeciearaTidplaintothecwiaibutor,  andto 
every  <Sher  person. 

in.  Every  tax  ought  to  be  levied  at  the  time,  or  in  the  manner,  in 
which  tt  is  most  Wc^  to  be  cawenlentfor  the  contrtbuOor  to  pay  it 

TV.  Every  taxought  tobeso  corUriixd.  as  both  to  take  out  and  to  keep 
out  qfthepockets  qfthepec^  as  Uttie  as  possible,  over  and  above  ivhat  tt 
brings  into  the  public  treasury  qfthe  state.  A  tax  may  either  take  out  or 
keep  oat  qfthe  pockets  qfthe  peojpie  a  great  deal  more  than  it  brings  into  the 
public  treasury,  in  the  Jour  following  ways.  First  the  levying  of  It  may 
require  a  great  number  ofqfftoers.  ivhose  salaries  may  eat  up  the  greater 
partof  the  produce  of  the  tax,  and  whose  perquisites  may  impose  ant^her 
additional  tax  on  the  people.  Secorvlly,  tt  may  obstruct  dtie  Industry  qfthe 
people,  and  discourage  U^emfrom  applying  to  certain  branches  of^isiness 
which  TTUght  give  maintenance  and  empkyment  to  great  multitudes.  While 
ttobt^es  thepeaple  topay.  It  may  thus  diminisK  orperhaps  destroy,  some 
qfthe  funds  which  mi^  enable  tiiem  more  easily  to  do  so.  Thinily,  by  the 
Joifeitxsres  and  other  penaHies  which  those  ur^yrtunate  individuals  incur  who 
attempt  unsucces^^fi^Oy  to  evade  the  tax,  it  rtvayfrequenOy  ruin  them,  and 
thereby  put  an  end  to  die  ben^  uihich  the  community  might  have  received 
ffxxn  the  employment  <^  their  capUcds.  An  injudicious  tax  offers  a  great 
temptation  to  smugging. ...  Fburthly.bysibjectiTythepet^tothe 
Jrequent  visits  and  the  odious  aavnination  qfthe  taxgc^therers,  It  may  expose 
them  to  much  unrvacessary  trouble,  vexation,  and  c^resstoa*  and  though 
vexation  is  rvat,  stricdy  speaking,  expence,  H  (s  certainly  etfitlvalent  to  the 
expence  at  whichevery  man  ujould  be  wiUing  to  redeem  himselffrom  it."^ 
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n  Low  Plat  Tax  Rate  to  Promote  Economic  Growth  --  the  lower  and 
more  proportional,  or  flatter,  the  tax  rate  system  the  better.  All 

debates  over  taxation  tend  to  boll  down  to  a  more  proportional,  or 
flatter,  system  of  tax  rates  versus  a  steeply  progressive  rate  system.  One 
may  think  of  this  debate  as  the  two  "Fs"  of  taxation:  proportional  vs. 
progressive. 

For  a  historical  reference,  the  free-market,  late- 18th-century 
economist  Adam  Smith  recommended  proportional  taxation.   In 
contrast,  Karl  Marx  favored  progressive  taxation  in  the  19th  century. 

A  proportional  system  requires  an  individual's  tax  bill  to  grow  In 
proportion  to  either  —  depending  upon  the  type  of  tax  system  —  his  level 
of  Income  or  consumption.  So  an  individual  that  earns  or  spends  10 
times  the  amount  of  a  second  person  will  pay  10  times  the  second's 
amount  in  taxes.   For  example,  under  a  flat  income  tax  rate  of  say  10 
percent,  an  individual  earning  $200,000  pays  $20,000  In  taxes  while  a 
second  Individual  earning  $20,000  pays  $2,000  in  taxes. 

Meanwhile,  a  progressive  tax  system  requires  an  individual  to  pay 
a  larger  share  of  income  or  consumption  as  Income  or  consumption 
grows.  So  if  an  Individual  earns  or  spends  10  times  the  amount  of  a 
second  person,  under  progresslvity  the  first  person  may  pay  15.  25,  or  30 
times  more  In  taxes  than  the  second  person.  For  example,  a  progressive 
rate  structure  may  require  the  individual  earning  $200,000  to  pay  40 
percent  of  his  Income  in  taxes,  or  $80,000.  TTie  Individual  with  $20,000 
in  earnings  may  pay  only  15  percent,  or  $3,000.  So  while  the  first 
individuals  Income  exceeds  the  second's  by  10  times,  the  first  pays  more 
than  26  times  the  second  in  terms  of  taxes. 

In  summary,  a  steeply  progressive  tax  rate  system  creates  two 
formidable  problems:  1)  tax  fairness  is  lost,  as  some  individuals  are 
forced  to  pay  an  increasingly  larger  share  of  their  income  or  consumption 
in  taxes,  and  2)  highly  progressive  rates  of  taxation  create  severe 
disincentives  for  working,  saving,  investing,  and  entrepreneurshlp,  as  the 
relative  costs  of  leisure,  consumption,  and  risk  avoidance  are  enhanced. 
Essentially,  a  progressive  tax  rate  structure  punishes  work  effort, 
success,  and  the  economy  at  large. 

On  the  other  hand,  purely  proportional  systems  of  taxation  are 
rare.  As  we  shall  see  later,  even  proposed  "flat"  income  tax  plains  still 
maintain  some  degree  of  progresslvity.  However,  the  more  proportional, 
or  flatter,  the  tax  system,  the  more  efficient  it  Is  economlcEdly  speaking 
—  enhanced  returns  from  working,  saving.  Investing,  and  risk  t^dng  are 
not  penalized  with  higher  rates  of  taxation  -  as  well  as  being  fairer. 

Of  course,  keeping  tax  rates  as  low  as  possible  remains  crucial  for 
the  nation's  economic  well-being.  Whether  Income-  or  consumption- 
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based,  a  low,  proportional  tax  rate  system  will  serve  to  boost  Investment, 
entrepreneurshlp,  economic  growth,  and  Job  creation. 

G  No  Taxation  of  Capital  -  taxing  retunu  on  investment  and  sayings 
makes  absolutely  no  economic  sense.  Indeed,  all  the  major  tax  reform 
proposals  currently  under  consideration  to  some  degree  would  shift 
taxation  from  an  income-based  system  to  a  consumption-based  system. 
The  difference  between  each  being  the  means  prescribed  for  taxing 
consumption.  That  Is.  the  flat  Income  tax  and  the  "consumed-lncome" 
tax  would  operate  by  taxing  Income  with  exclusions  for  Investment  and 
savings-related  Income,  like  capital  gains,  dividends,  and  Interest.  In 
contrast,  a  national  retail  sales  tax  or  VAT  would  tax  consumption 
directly,  and  not  tax  income  at  all. 

Proponents  of  these  systems  edl  seem  to  understand  that  saving. 
Investment,  and  entrepreneurshlp  are  the  driving  forces  of  economic 
growth  and  Job  creation.  Investing  in  new  enterprises,  in  new  products 
and  idecis.  in  new  tools  and  inventions,  and  in  the  expansion  of  existing 
ventures  remain  the  only  means  to  real  economic  prosperity.  That  is. 
capital  Investment  is  crucial.  After  all.  labor  is  powerless  without  capitaL 
Also.  In  the  economy,  one  must  be  able  to  first  supply  a  marketable  good 
or  service  before  one  legitimately  can  demand  or  consume.  Supply-side 
economists  refer  to  this  fact  as  Say's  Law:  supply  creates  its  own 
demand.  Or  as  Jean-Baptlste  Say  —  for  whom  Say's  Law  is  named  — 
actually  observed:  "products  are  always  bought  ultimately  with  other 
products.""'  In  order  to  consume  one  must  first  produce,  and  in  order  to 
produce  individuals  must  have  the  means  to  do  so.  Taxing  capital  runs 
contrary  to  this  understanding  of  how  the  economy  works. 

It  also  must  be  recognized  that  Investing  in  new  and/or  expanding 
businesses  is  a  risky  endeavor.  In  order  to  ensure  that  investment  and 
entrepreneurshlp  occurs,  the  occasion  for  substantial  returns  must  be 
present.  Again,  taxing  the  returns  on  Investment  makes  no  economic 
sense. 

In  particular,  taxing  capital  gains  is  perhaps  the  most  misguided 
policy.  Investment  in  new  ventures  offers  little  chance  for  dividend 
income,  and  the  riskiness  of  such  undertakings  leads  banks  to  generally 
avoid  making  loans.  Venture  capital  investment  often  remains  the  only 
means  to  starting  up  and/or  expanding  a  new  business.  Returns  for 
Investors,  if  Jiny,  will  come  in  the  form  of  capital  gains.   In  order  to 
encourage  investment  fri  entrepreneurial  ventures,  capital  gains  should  not  be 
taxedatalL 

In  fact,  economists  Dale  W.  Jorgenson  and  Kun-Young  Yun 
examined  a  host  of  taxes  and  their  impact  on  the  economy."  The  most 
costly  were  capital  gains  taxes  paid  by  individuals.  They  estimated  that 
for  each  $1.00  rjdsed  in  individual  capital  gcdns  taxes.  Uie  marginal 
efficiency  cost  to  the  economy  equaled  $1,017.  This  compares  with 
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marginal  efficiency  costs  for  each  dollar  raised  by  labor  Income  taxes  of 
$0,376.  by  property  taxes  of  $0,176.  by  corporate  Income  taxes  of  $0,448. 
and  by  sales  taxes  of  $0,262. 

Also,  under  an  Income  tax  system,  taxing  capital  gains,  dividends 
and  Interest  earned  from  saving  amounts  to  double  taxation.  Income  is 
taxed  when  Initially  earned,  and  then  the  returns  on  this  Income  Is 
taxed  again  If  one  chooses  to  save  or  Invest  rather  than  consume. 
Saving  and  Investment  are  more  costly  than  Immediate  consumption. 

D  Inflation  Factor  ~  the  detrimental  effects  of  inflation  should  be 
factored  into  any  tax  system's  design.  Inflation  Is  a  tax  In  Itself  -- 
eating  away  at  the  purchasing  power,  savings,  and  Investments  of  the 
populace. 

Often  forgotten  Is  that  Inflation  Is  a  monetary  phenomenon   —  a 
case  of  money  supply  exceeding  money  demand,  or  thought  of  In  the 
classic  sense,  "too  much  money  chasing  too  few  goods."  A  tax  system 
should  be  designed  to  avoid:  1)  encouraging  the  government's  monetary 
authority  (In  the  case  of  the  United  States,  the  Federal  Reserve)  to 
Inflate  so  that  the  government  collects  more  revenues  without  explicitly 
raising  taxes  by  pushing  taxpayers  Into  higher  tax  brackets  without  real 
gains  In  Income,  and  2)  taxing  Illusory  gains  as  In  the  case  of  a  non- 
Indexed  capital  gains  tax. 

D  Clarity  ~  the  clearer  the  tax  system  the  better.  Taxes  should  be  as 
obvious  as  possible.  Taxes  hidden  from  the  public's  eye  are  easier  to 
raise,  creating  ein  envfronment  where  government  officials  can  Increase 
the  size  of  government  beyond  any  measure  possible  If  costs  were 
manifest  to  taxpayers. 

The  best  tax  system  makes  clear  how  much  Is  owed,  who  Is  paying, 
and  when  the  tax  Is  being  paid.  These  points  may  seem  obvious,  but  as 
we  shall  see  in  the  following  pages,  most  tax  systems  possess  a  large 
clandestine  factor  —  some  much  more  than  others. 

n  Simplicity  ~  tax  payments  should  be  made  as  easy  and  as  simple 
as  possible  for  the  taxpayer  without  any  loss  of  clarity.  Many  of  us 
would  agree  that  there  is  no  good  time  or  easy  way  to  pay  taxes. 
However,  the  evUs  of  taxation  can  be  mitigated  somewhat.  Taxes  should 
be  made  as  easy  and  simple  to  pay  as  possible  without  any  loss  of  clarity. 
The  costs  of  tax  compliance  should  be  minimal  --  for  individuals, 
businesses,  the  government,  and  therefore,  the  economy  in  general. 

However,  ease  and  simplicity  for  the  taxpayer  Is  often  confused 
with  ease  of  collection  for  the  government.  Again  as  we  shall  see  in  the 
following  pages,  one  does  not  always  coincide  with  the  other. 
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□  Limited  Bureaucracy  and  Intruslveness  -  the  fewer  tax  collectors 
and  tlie  more  limited  their  powers  the  better.  Cost,  as  noted  above.  Is 
a  real  concern.  A  tax  system  should  be  designed  so  that  the  tax 
collection  bureaucracy  Is  as  small  as  possible. 

Also  of  great  Importance  Is  liberty.  A  tax  system  should  not.  as 
Adam  Smith  put  It.  subject  the  people  'to  much  unnecessary  trouble, 
vexation,  and  oppression."  In  keeping  with  the  American  tradition  of 
liberty,  a  tax  system  should  not  promote  or  Justiiy  deep  government 
intrusions  into  the  lives  and  businesses  of  taxpayers. 

O  Minimize  Incentives  for  Tax  Avoidance  ~  taxes  should  be  low 
enou^  so  as  to  not  provide  significant  incentives  for  avoidance. 

Excessive  rates  of  taxation  promote  tax  avoidance  and  evasion.  As 
individuals  invest  more  time  in  figuring  out  how  to  avoid  taxes,  they 
have  less  time  to  Improve  their  own  productive  abilities,  with  the 
economy  suffering  commensurably. 

Also,  high  tax  rates  put  into  motion  a  vicious  cycle:  As  rates 
Increase,  the  incentives  for  tax  evasion  Increase;  more  activity  is  pushed 
into  the  illegal,  underground  economy;  i)enaltles  for  tax  evasion  are 
increased,  Uiereby  more  firmly  entrencling  individuals  in  the 
underground  economy.  A  burdensome  tax  system  resulting  In  evasion, 
and  then  harsh  penalties,  makes  little  sense.  Again,  as  Adam  Smith 
noted  in  his  guidelines  for  a  good  tax  system,  'by  the  forfeitures  and 
other  penalties  which  those  unfortunate  individuals  incur  who  attempt 
unsuccessfully  to  evade  the  tax,  it  may  frequently  ruin  them,  and  thereby 
put  an  end  to  the  benefit  which  the  community  might  have  received  from 
the  employment  of  their  capitals.""  Taxes  should  not  be  so  oppressive 
and  complex  that  tax  evasion  becomes  a  viable  ciltematlve. 

O  No  Additional  Boost  to  Government  Spending  -  a  tax  system's 
design  should  not  make  it  any  easier  for  government  to  increase 
expenditures.  One  must  remember  that  taxation  does  not  exist  in  a 
vacuum.  Taxes  finance  government  expenditures.  The  fiscal  equation  is 
as  follows: 

Revenues  =  Expenditures 

Taxes  +  Government  Borrowing  =  Expenditures 

Present-Day  Taxes  +  Future  Taxes*  =  Elxpenditures 

•Future  Taxes  are  dependent  upon  present-day  borrowing  and  future  expenditure  levels. 

As  already  noted,  some  forms  of  taxation  make  it  esisler  to  expand 
the  size  of  government.  A  major  consideration  when  evaluating  tax 
systems  is  their  impact  on  government  spending.  The  more  resources 
government  gobbles  up  for  unproductive  ventures,  the  fewer  there  are  for 
more  productive,  private-sector  ventures.  The  nature  of  government 
dictates  that  it  is  able  to  redistribute  wealth,  quite  capable  of  destroying 
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wealth,  but  rarely.  If  ever,  creates  wealth.  An  Important  question  applied 
to  any  form  of  taxation  should  be:  Is  a  particular  tax  easy  to  raise, 
thereby  aUowlng  for  considerable  Increases  in  government  spending? 

To  recap,  our  checklist  for  a  sound  tax  system  is: 

O  Low  Flat  Tax  Rate  to  Promote  Economic  Growth 

O  No  Taxation  of  Capital 

n  Inflation  Factor 

O  Clarity 

a  SimpUdty 

n  Limited  Bureaucracy  and  Intnulveness 

CJ  BAnimlze  Incentives  for  Tax  Avoidance 

n  No  Additional  Boost  to  Government  Spending 

The  current  U.S.  tax  system  and  key  tax  overhaul  proposals  are 
evaluated  based  on  this  set  of  criteria  in  the  following  pages.  In  fact,  we 
assign  each  system  a  score  bsised  on  these  eight  criteria.  Our  simple 
scoring  system  allows  for  1  point  for  each  criteria  essentially  met,  a  1/2 
point  for  each  partially  met,  and  0  points  for  each  criteria  that  is  not 
met.  Therefore,  under  this  scoring  system,  8  is  the  highest  score  a  tax 
system  can  receive  and  0  the  lowest. 


The  Current  U.S.  Income  Tax  System 

A  Brief  History  of  Income  Tax  Rates.  For  the  majority  of  our  history,  the 
United  States  government  did  not  impose  an  income  tax.  A  federal 
income  levy  was  in  effect  during  the  Civil  War,  with  the  top  rate  reaching 
10  percent.  However.  President  Ulysses  S.  Grant  and  Congress  had  the 
good  sense  to  let  the  Income  tax  expire  In  1872.  Another  short-lived 
federal  income  tax  of  2  percent  on  incomes  over  $4,000  was  imposed  in 
1894  and  struck  down  by  the  U.S.  Supreme  Court  in  1995." 
Unfortunately,  the  16th  amendment  to  the  U.S.  Constitution  was 
ratifled  In  1913.  allowing  for  the  Imposition  of  a  federal  Income  tax. 

At  first,  rates  ranged  from  1  percent  to  7  percent.  With  the 
onslaught  of  World  War  I,  income  tax  rates  skyrocketed  to  a  range  of  6 
percent  to  77  percent.  Under  the  guidance  of  President  Calvin  Coolidge 
and  U.S.  Treasury  Secretary  Andrew  Mellon,  the  top  rate  fell  to  25 
percent  by  1925  and  to  24  percent  in  1929.  Subsequently.  President 
Herbert  Hoover  raised  the  top  rate  to  63  percent,  thereby  worsening  the 
Great  Depression.  Franklin  Delano  Roosevelt's  presidency  and  World 
War  11  saw  the  top  rate  eventually  reach  an  Incredible  94  percent!  After 
the  war,  this  rate  fell  to  82.13  percent,  only  to  rise  once  again  to  91 
percent  during  the  Korean  War  (actually  reaching  92  percent  in  1952-53). 
President  Jolm  F.  Kennedy's  tax  plan,  implemented  sifter  his  death, 
lowered  the  top  income  tax  rate  to  70  percent.  With  tax  surcharges,  this 
top  rate  rose  again  to  75.25  percent  In  1968,  to  77  percent  In  1969,  down 
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to  71.25  percent  In  1970.  and  returning  to  70  percent  In  1971.  Also  In 
1971,  the  rate  on  so-called  "earned"  Income  fell  to  60  percent,  and  then 
to  50  percent  In  1972.  Under  President  Ronald  Reagan,  the  top  tax  rate 
on  Income  fell  to  28  percent  (with  a  33  percent  bubble  rate  for  certain 
Income  levels).  After  breaking  his  no  new  taxes  pledge.  President  George 
Bush  raised  the  top  rate  to  31  percent,  and  then  President  Bill  Clinton 
imposed  a  top  income  tax  rate  of  39.6  percent  (actually  topping  41 
percent,  when  counting  his  extension  of  the  Medicare  income  tax).*^ 

Of  course,  while  the  federal  income  tax  system  originally  targeted 
low  rates  only  at  the  very  wealthy,  today's  tax  system  intrudes  deeply 
into  the  lives  and  pocketbooks  of  most  Americans.  Indeed,  in  1913,  only 
0.4  percent  of  the  population  filed  income  taxes,  with  personal 
exemptions  removing  more  than  99  percent  of  the  population  from  the 
tax  roUs.^" 

As  for  taxation  of  capital  gains,  the  top  tax  rate  £ifter  World  War  II 
was  25  percent  (except  fi-om  1952  to  1954  when  the  rate  was  26  j)ercent) 
for  both  individuals  and  corporations.  Tlie  rates  Increased  in  the  early 
1970s.  By  1972,  the  top  capital  gains  tax  rate  for  Individuals  was  35 
percent,  though  the  marginal  rate  for  many  taxpayers  reached  over  49 
percent,  and  30  percent  for  corjwratlons.  In  late  1978.  the  capital  gains 
tax  rate  fell  to  28  percent  for  both  Individuals  and  corporations.  In 
1981.  the  top  rate  declined  further  for  individuals  to  20  percent.  In  1987, 
the  top  rate  Jumped  to  28  percent  for  individuals  --  a  40  percent  hike  -- 
and  to  34  percent  for  corporations.  In  1993,  the  top  capital  gains  tax 
rate  for  corporations  Increased  to  35  percent.**  Of  course,  capital  g£Llns 
are  not  Indexed  for  inflation,  making  the  real  capital  gains  tax  rate  much 
higher  (more  on  this  point  later). 

A  corporate  income  tax  in  the  United  States  was  imposed  in  1909 
at  a  rate  of  1  percent.  By  World  War  II,  the  top  corporate  tax  rate  hit  40 
percent.  In  the  post-war  period,  the  rate  briefly  fell  to  38  percent,  rising 
to  50.8  percent  in  1951  and  to  52  percent  In  1952.  The  Kennedy  tax  cuts 
lowered  the  corporate  Income  tax  rate  to  48  percent,  where  It  stayed  until 
President  Reagan's  tax  cuts  lowered  the  rate  to  34  percent.  President 
Clinton  raised  the  corporate  rate  to  35  percent  in  1993. 

The  Current  Tax  System  The  U.S.  currently  imposes  the  following  tax 
system  of  tax  rates  on  income: 
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Small  Business  Survival  Foundation 

Figure  1:  Basics  of  the  1994  Income  Tax  System 

Income  Levels 

Tax                                          Married  Married  Filing  Head  of 

Rate       Slnde                 Filing  JolnUy  Separately  Household 

WWb     Up  to  $22,750             Upto$38.CXX)  Upto$19.CX)0  Up  to  $30,500 

28.0%    $22.75O-$55.100       $38.000-$9 1.850  $19.000-$45.925  $30.500-$78.700 

31.0%    $55,100-$!  15.000    $9 1.850-$  140.000  $45.925-$70.000  $78,700-$  127.500 

36.0%  $115.000-$250.000  $140,000-$250.000  $70,000-$  125.000  $127.5O0-$250.000 

39.6%     Over  $250,000            Over  $250,000  Over  $250,000  Over  $250,000 

Also,  the  stcindard  deduction  for  single  Qlers  was  $3,800.  for  married  flllngjolntly  It  was 
$6,350.  for  Married  filing  separately  it  was  $3,175.  and  for  head  of  household  fliers  it  was 
$5,600.  Each  exemption  was  worth  $2,450.  but  phased  out  for  Incomes  starting  at 
$83,850. 

The  top  capital  gains  tax  rate  on  Individuals  was  28  percent. 

The  top  tax  rate  on  corporate  income  was  35  percent. 

Let's  examine  how  this  Income  tax  structiore  measures  up  to  our 
criteria  for  a  sound  tax  system. 

G  Low  Plat  Tax  Rate  to  Promote  Economic  Growth 

With  rates  ranging  from  15  percent  up  to  39.6  percent,  though 
perhaps  less  progressive  than  during  some  previous  periods  this  century, 
the  current  structure  is  still  steeply  progressive.  Unfortunately, 
progresslvlty  has  Increased  significantly  in  Just  the  pcist  five  years,  with 
the  top  tax  rate  jumping  by  more  than  4 1  percent,  from  28  percent  to 
39.6  percent.  Our  current  Income  tax  code  Is  neither  low  nor  flat. 

Low  Plat  Tax  Rate: 
Score  =  0 

G  No  Taxation  of  Capital 

Unfortunately,  capital  gains  are  taxed  at  a  top  rate  of  28  percent 
for  individuals.  In  1986,  the  top  capital  gains  tax  rate  was  increased  by 
40  percent,  from  20  percent  to  28  percent.  In  addition,  dividends  and 
interest  are  taxed  at  the  aforementioned  high  and  progressive  income  tax 
rates. 


No  Taxation  of  Capital: 
Score  =  0 
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n  Inflation  Factor 

The  current  tax  system  Is  split  when  It  comes  to  Indexing  for 
inflation.   On  the  one  hand,  tax  rates  are  Indexed  so  that  individuals  are 
not  pushed  into  higher  tax  brackets  due  to  Illusory  income  gains  from 
Inflation.   However,  capital  gains  are  not  Indexed  for  inflation.  This 
represents  a  significant  roadblock  to  entrepreneurshlp,  investment,  and 
robust  economic  growth.   Note  in  Figure  2  how  Inflation  boosts  the  real 
capital  gains  tax  rate  far  above  the  stated,  nominal  rate  for  a  three-year 
Investment  yielding  a  nominal  return  of  30  percent. 


Small  Business  Survival  Foundation 

Figure  2:  Real  Capital  Gains  Tax  Rate  on  Three- Year  Investments 
Yielding  a  Nominal  Return  of  30  Percent 


Year 
1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 


Top  Nominal  Capital 

Real  Capital 

Qmi  Ta^  ^K* 

gainsJaxRag 

49.125% 

268% 

28 

114 

28 

175 

28 

494 

20 

Tax  on  a  Real  Loss 

20 

286 

20 

71 

20 

41 

20 

34 

20 

54 

28 

42 

33 

48 

28 

47 

28 

50 

28 

50 

28 

45 

28 

40 

28 

39 

*  Source:  The  American  Council  for  Capital  Foimaiion.  Standard  reported  rale  for  1977  is  35  percent,  but 
xop  marginal  rate  actually  hit  49.125  percent. 


Inflation  Factor: 
Score  c  0.5 
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O  Clarity 

The  current  tax  system  falls  the  clarity  test  for  the  following 
reasons: 

•  Withholding  of  federal  Income  taxes  —  which  began  during  World  War 
II  —  makes  the  tax  waters  quite  murky.  Meiny  people  simply  look  at  their 
bottom-line,  take-home  pay.  falling  to  note  how  much  money  Is  taken 
out  of  their  gross  pay  In  taxes. 

•  Corporate  Income  taxes  remain  hidden  from  those  who  pay  those  taxes 
in  the  end.  The  corporate  Income  tax  Is  either  paid  by  a  company's 
owners  (i.e.,  stockholders)  in  the  form  of  lower  profits,  or  by  consumers 
In  the  form  of  higher  prices  —  or  some  combination  of  the  two. 
Nonetheless,  the  corporate  Income  tax  In  the  end  is  largely  hidden  from 
taxpayers'  view. 

•  According  to  Citizens  for  an  Alternative  Tax  System:  "Hidden  in  the 
selling  price  of  American-made  products  or  services  is  a  10%  to  25% 
increase  in  cost  simply  due  to  Income  tax-mandated  Increases  from 
producers  and  service  providers  at  every  step  of  the  production  or  service 
chain."' 


3  SimpUcity 

It  would  be  difficult  to  find  anyone  who  would  assert  that  the 
current  income  tax  is  simple.  Consider  the  following  points: 

•  Again.  Steven  Hayes  notes:  "For  many  small  companies,  the  cost  of 
complying  with  the  federal  income  tax  is  300%  to  400%  of  the  actual  tax 
owing.""" 

•  The  Tax  Foundation  has  estimated  that  a  corporation  with  less  than 
$1  million  in  sales  has  a  tax  compliance  burden  relative  to  sales  10 
times  greater  than  a  corporation  with  $10  billion  in  sales.""'  And  the 
ratio  "probably  gets  even  larger  as  firms  get  Increasingly  smaller," 
observes  Tax  Foundation  economist  Arthur  Hall.  According  to  Hall,  82 
percent  of  U.S.  corporations  have  annual  sales  of  less  than  $1  million  - 
all  facing  huge  tax  compliance  costs. 

•  When  Imposed  in  1913,  the  income  tax  took  up  170  pages  of  laws  and 
regulations;  today  It  encompasses  over  17,000  pages  In  addition  to 
hundreds  of  thousands  of  pages  of  court  decisions  and  IRS  guidelines 
interpreting  the  law."™ 
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•  Myriad  tax  rules,  deductions,  and  laws  force  a  majority  of  taxpayers  to 
seek  professional  tax  assistance.  Over  50  percent  of  tax  filers  use 
professional  tax  preparers  for  their  income  taxes,  up  from  40  percent  15 
years  ago."^  In  fact.  H&R  Block,  the  largest  professional  tax  preparation 
service  in  the  nation,  reportedly  had  revenues  of  over  $1.2  billion  in  1994 
with  9.000  offices  naUonwide." 

•  In  1993.  60  percent  of  the  members  of  the  House  Wajrs  and  Means  and 
Senate  Finance  Committees  —  where  tax  laws  are  written  —  do  not 
prepare  their  own  tax  returns."* 

•  According  to  a  study  commissioned  by  the  IRS  from  Arthur  D.  Uttle 
Inc..  in  1985  5.4  billion  hours  of  work  were  lost  in  the  federal  tax  system 
—  1.8  billion  hours  by  individuals  and  3.6  billion  hours  by  business."" 
To  completely  understand  how  egregious  this  is.  Investor's  Business  Daily 
calculates  that  this  amounts  to  the  entire  population  of  Los  Angeles 
working  full  time  on  tax  compliance,  while  James  Payne  estimates  that 
this  "works  out  to  be  the  entire  labor  force  of  the  state  of  Indiana 
working  all  year  on  federjil  tax  compliance."""' 

•  Also,  withholding  may  seem  like  it  makes  tax  payment  easier  for  the 
taxpayer.  However,  the  true  beneficiaries  of  such  a  system  are  those 
seeking  to  expand  the  size  and  reach  of  government.  Withholding  makes 
it  easier  for  the  government  to  collect  taxes,  but  it  creates  huge  burdens 
for  employers  emd  creates  a  significant  obstacle  to  individuals 
understanding  the  true  size  and  cost  of  their  government. 

Simplicity: 
Score  s  0 

O  Limited  Bureaucracy  and  Intrusiveness 

Without  a  doubt,  the  current  tax  system  generates  a  huge 
government  bvireaucracy,  and  Intrudes  deeply  into  the  lives  and 
professions  of  taxpayers.  For  example: 

•  In  1863.  the  Bureau  of  Internal  Revenue  (as  the  Internal  Revenue 
Service  was  then  known)  employed  about  4.000  employees,  growing  to 
5.136  in  1873.  and  then  dedlning  into  the  early  1900s.'^  In  1913.  IRS 
employees  once  again  stood  at  4.000."'  Today,  there  are  about  1 15.000 
IRS  employees  --  an  Increase  of  2,775  percent  since  1913. 

•  In  1913.  there  were  357,598  individual  Income  tax  fliers:  In  1994,  there 
were  1 13,829,000."°^ 

•  The  banking  and  financial  industries  are  now  requfred  to  report  each 
cash  transaction  in  excess  of  $10,000  to  the  IRS."* 
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•  Most  Americans  fear  the  IRS.  Fear  of  your  own  government  cannot  be 
a  healthy  development,  especially  in  a  democracy. 


Limited  Bureaucracy  and  Intrusiveness: 
Score  ■  0 

O  Bfinlxnize  Incentives  for  Tax  Avoidance 

The  U.S.  federal  Income  tax  system  virtually  ensures  that  tax 
avoidance  and  evasion  will  occur: 

•  Tax  rates  remsiln  historically  high  for  all  levels  of  Income  —  a  spur  to 
tax  avoidance  and  evasion.  Indeed,  the  gap  between  what  Is  owed  the 
IRS  from  legal  activities  jmd  what  actuaBy  Is  paid  is  estimated  to  be  well 
In  excess  of  $100  billion."" 

•  Former  IRS  Commissioner  Fred  Goldberg  told  Congress  that  taxes 
actually  owed  but  not  paid  in  1991  may  have  totaled  $127  billion."*' 

•  Since  1954,  the  number  of  tax  penalties  have  increased  from  about  15 
to  140."°"  Penalties  in  the  tax  system  can  be  so  severe  that  individuals 
who  once  evaded  taxes  are  terrified  to  return  to  the  system. 

BUnlmlze  Incentives  for  Tax  Avoidance: 
Score  s  0 

G  No  Additional  Boost  to  Government  Spending 

In  1994,  federal  Individual  income  taxes  amassed  $543.1  billion 
doll£Lrs  in  revenues  for  the  federal  government.  Corporate  income  taxes 
raised  another  $140.4  billion.  These  two  levies  accounted  for  more  than 
54  percent  of  federal  government  revenues  in  1994,  and  over  10  percent  of 
U.S.  gross  domestic  product  (GDP). 

Meanwhile  in  1913,  the  first  year  of  the  personal  income  tax, 
revenues  from  both  corporate  and  personal  Income  levies  accounted  for 
about  7  percent  of  total  federal  government  revenues,  and  Just  0. 1 
percent  of  GNP  (gross  national  product).  Indeed,  since  1913  and  the 
inception  of  the  personal  Income  tax,  federal  government  spending  has 
Increased  by  13,592  percent  in  inflation-adjusted  dollars.  Clearly,  our 
current  income  tax  system  provides  the  fuel  for  seemingly  ever-expanding 
federal  government  expendltvires. 


No  Additional  Boost  to  Government  Spending: 
Scorings  0 
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O  Total  Score.  The  current  federal  income  tax  system  scores  miserably 
based  on  our  eight  criteria.  Indeed,  on  our  scale  of  0  to  8,  with  0  being 
the  poorest  of  tax  systems  and  8  being  a  sound  tax  system,  the  current 
U.S.  Income  tax  scores  0.5. 


Current  U.S.  Income  T<ix  System: 
Total  Score  s  0.5 


The  "Flat"  Income  Tax 

Probably  the  most  prominent  tax  reform  measure  debated  In  recent 
years  has  been  the  flat  Income  tax.  I.e..  taxing  Income  at  one  flat  tax 
rate  with  few.  If  any,  deductions. 

Most  flat  tax  proposals  are  in  fact  not  strictly  flat  or  proportional. 
Most  have  some  very  limited  degree  of  progresslvlty  as  various  low- 
Income  levels  are  excluded  from  taxation  altogether.  In  effect,  you  have 
a  two-tiered  tax  rate  system  of  0  percent  and  then  some  percentage  for 
all  Income  levels  over  a  certain  amount. 

Ek;onomlsts  Robert  E.  Hall  and  Alvln  Rabushka  have  contributed 
much  to  this  debate  with  their  notable  book  The  Flat  Tax,  first  published 
In  1985  with  a  second,  updated  edition  Issued  this  year.  Also,  a  variety 
of  free-market  and  conservative  think  tanks  have  been  advocating  a  move 
to  a  flat  Income  tax  for  some  time.  In  1994,  U.S.  Representative  Dick 
Armey  (R-TX),  current  House  Majority  Leader,  offered  his  own  plan  to 
Institute  a  flat  Income  tax  system.  For  our  purposes,  we  shall  evaluate 
the  flat  Income  tax  system  based  on  the  Armey  plan. 


On  the  flat  tax  ... 

There  would,  in  effect,  be  no  capttcd  gains  tax,  no  taxondhJldends  or 
interest,  nor  wouJd  dvere  be  a  tax  on  whatever  inheritance  we  try  to  leave  to 
our  chMren  (why  work  a  lifetime  so  the  government  can  take  hay  of  what 
you  leave  behind?).  This  would  unleash  American  talent,  work  cmd 
creativity  as  never  before.  Economic  growth  uxAJld  soar." 

•  U.S.  Representative  Dick  Armey 
The  Washington  Ttrr^s, 
July  31.  1994 


Representative  Armey's  plan  calls  for  the  following  (after  being  fully 
phased  in  over  a  three -year  period): 
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•  all  wages,  salaries,  and  pensions  would  be  taxed  at  a  flat  1 7  percent 
rate; 

•  capital  gains,  earnings  from  savings,  and  dividends  would  not  be 
subject  to  taxation: 

•  a  personal  exemption  of  $13. 100  would  be  permitted  for  a  sin^e 
person.  $17,200  for  a  single  head  or  household,  and  $26,200  for  a 
married  couple  filing  JolnUy.  and  $5,300  for  each  dependent. 
Elxemptions  would  be  Indexed  for  inflation: 

•  businesses  owners  would  pay  a  17  percent  rate  on  the  difference 
between  revenues  aind  ejqienses.  assuming  of  course  that  revenues  exceed 
expenses.  The  tax  would  be  levied  on  gross  revenue  minus  purchases  of 
goods  and  services,  capital  equipment,  structures,  land,  and  wages  paid 
to  employees.  Deductions  would  not  be  allowed  for  fringe  benefits, 
interest,  or  payments  to  owners. 


Form  1 


Individual  Wage  Tax 


Your  first  name  and  initial  (it  joint  return,  also  gi^  spouse's  name  and  inibal)         Last  name  Your  sociat  secunty  number 


Present  home  address  (numCier  and  street  irKluding  apartment  numtier  or  rural  route) 


Spouse's  soaal  secunty  no 


City,  Town  or  Post  Ottice,  Stale  and  ZIP  Code 


Your  occupation 


Spouse's  occupation 


1.  Wages,  Salary,  and  Pensions 

2.  Personal  allowance 

a.  $26,200  (or  marrieij  tiling  jointly 

b.  $13,100  tor  single 

c.  $17,200  for  single  head  of  household 

3.  Number  of  dependents,  not  including  spouse 

4.  Personal  allowances  tor  dependents  (line  3  multiplied  by  $5,300) 

5.  Total  personal  allowances  (line  2  plus  line  4) 

6.  Taxable  wages  (line  i  less  line  5.  it  positive,  othenwise  zero) 

7.  Tax  (17%  of  line  6) 

8.  Tax  already  paid 

9.  Tax  due  (line  7  less  line  8.  if  positive) 

10.  Refund  due  (line  8  less  line  7,  It  positive) 


1 


2(a) 

2(b) 

2(c) 

3 

4 

5 
6 
7 
8 
9 
10 
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Form 2          ARMEY-SHELBY  FLAT  TAX  FORM 

1997 

ibttnatft  himim 

Empwyw  i«  H^irtU 

Sirwi  tMrew 

CMniir 

CRT  »«it»  tnd  10  e«d> 

^ntepti  Product 

1    Grott  r»v#nu6  from  ialdt       

2  Allowable  costs 

(a)  Purchases  of  coods,  sarvicss,  and  natarials 

(b)  Wages,  salaries,  and  pensions 

(c)  Purchases  of  capita'  equipment,  structures,  and  land 

3  Total  allowable  costs  (sumof  lines  2(a),  2(b),  2(c) ) 

4  Taxable  noome  (line  ^  leas  line  3) 

5   TBK(17%of  lin*^]                                                     

§   Carrv-forward  from  1996                                 ..  .      .  .                                              1 

7   Interest  on  carry-forward  (6%  of  line  6) 

B    Carry-fonA«rd  into  1997  (line  6  plus  line  7)  

9   Tax  due  (line  5  less  lirw  8  if  positive)  

' 

10  Carry.forward  »o  1998  (line  8  less  line  5  if  positive) 

Let's  examine  how  this  flat  Income  tax  plan  holds  up  under  our 
eight  criteria  for  a  sound  tax  system. 

G  Low  Plat  Tax  Rate  to  Promote  Economic  Growth 

Essentially  the  Armey  plan  Is  a  two-rate  system.  For  example,  for 
married  fliers  with  two  children,  they  would  effectively  pay  a  0  percent 
tax  rate  on  their  first  $36,800  earned,  and  then  pay  a  flat  17  percent  on 
all  Income  above  that  level.  This  provides  a  vast  improvement  over  our 
current  tax  system,  jind  lowers  the  top  marginal  tax  rate  to  a  level  that 
has  not  been  seen  since  prior  to  World  War  1.  This  17  percent  rate  will 
greatly  reduce  tax-based  disincentives  for  working  and  risk  taking. 


Low  Plat  Tax  Rate: 
Score  «  1 


O  No  Taxation  of  Capital 

The  Armey  flat  tax  would  not  tax  earnings  from  investment  and 
saving  at  all.  Incentives  for  saving,  investment,  and  risk  taking  would 
skyrocket.  In  turn,  entrepreneurshlp.  economic  growth,  and  Job  creation 
would  receive  a  significant  boost. 
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No  Taxation  of  Capital: 
Score  ■  1 


3  Inflation  Factor 

With  exemptions  Indexed,  one  tax  rate  of  17  percent  on  all 
remaining  wages,  salaries,  and  pensions,  and  a  0  percent  tax  rate  on 
capital  gains,  the  flat  Income  tax  provides  no  tax-related  Incentives  for 
government  to  Inflate. 

Inflation  Factor: 
Score  s  1 

a  Clarity 

The  flat  Income  tax  Idea  offers  much  greater  clarity  than  our 
present  income  tax  code.  For  example: 

•  The  Armey  plan  would  end  withholding.  The  true  cost  of  government 
would  become  Increasingly  clear  to  Individuals  as  they  would  be  required 
monthly  or  quarterly  to  write  out  a  check  to  the  IRS  for  their  Income 
taxes.  The  impact  on  individual  views  of  what  government  Is  doing,  how 
It  Is  doing  It.  and  at  what  cost,  would  be  immediate  and  profound. 

•  However,  by  continuing  to  tax  business  income,  at  least  part  of 
consumers'  and  shareholders'  total  tax  bills  remains  hidden.  Profits 
decline  and/or  consumer  prices  still  rise  to  some  extent.  Though,  this 
effect  Is  greatly  reduced  when  compared  with  our  current  tax  system. 


3  Simplicity 

A  flat  Income  tax  Is  simple  and  straightforward.  The  improvement 
over  our  current  system  is  manifest.  For  example: 

•  Tax  compliance  costs  would  plummet  as  the  system  would  be  made 
more  straightforward  and  easier  to  manage.  Tax  returns  the  size  of  Index 
cards,  as  seen  above,  would  be  used  by  everyone  —  both  Individuals  and 
businesses. 

•  Hundreds  of  thousands  of  pages  of  tax  law,  rules,  guidelines,  and 
decisions  could  ripped  out  and  thrown  away. 
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Simplicity: 
Score  c  1 


D  Limited  Bureaucracy  and  Intrusiveness 

The  benefits  of  a  flat  income  tax  in  terms  of  downsizing  the  IRS 
bureaucracy  and  limiting  government's  intrusiveness  into  the  lives  of 
citizens  is  less  clear  than  some  of  the  plan's  other  benefits. 

•  With  such  a  simple  and  straightforward  tax  structure,  one  can  envision 
a  great  downsizing  of  the  IRS.  However,  the  IRS  as  we  understand  it 
today  would  certainly  not  disappear. 

•  A  downsized  IRS  would  still  exist  to  poke  its  nose  around  in  the  private 
financial  affairs  of  citizens. 

Limited  Bureaucracy  and  Intrusiveness: 
Score  =  0.5 

O  Minimize  Incentives  for  Tax  Avoidance 

A  low,  flat  income  tax  rate,  as  proposed  by  Representative  Armey, 
offers  signlficeintly  less  temptation  for  tax  avoidance.   Indeed,  the  closing 
of  all  loopholes  and  almost  all  deductions  essentially  eliminates  many 
legal  tax  avoidance  efforts.  Meanwhile,  a  low  marginal  tax  rate  of  17 
percent  reduces  the  rewards  for  shifting  Income -generating  activities  Into 
the  underground  economy. 

Minimize  Incentives  for  Tax  Avoidance: 
Score  =  1 

3  No  Additional  Boost  to  Government  Spending 

Regeirdlng  its  effect  on  government  spending,  the  Armey  flat -tax 
plan  will  be  a  vast  Improvement  over  the  current  system,  yet  still  be 
subject  to  the  weaknesses  of  an  income  tax. 

•  As  already  noted,  by  ending  withholding,  the  true  cost  of  government 
will  become  clearer  to  taxpayers  as  they  actually  sit  down  and  write  out  a 
check  to  the  federal  government  for  their  tax  bill  on  a  monthly  or 
quarterly  basis.  Demands  for  the  government  to  economize  should 
drastically  Increase  under  such  a  system. 

•  The  flat  tax  is  still  an  income  tax,  however.  Income  taxes,  throughout 
history,  have  proven  to  be  high-octane  fuel  for  the  government  spending 
engine.  At  both  the  national  and  state  levels,  government  has  expanded 
si^ilficantly  after  income  taxes  were  put  into  effect.  We  already  pointed 
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out  the  federal  government's  expansion  under  an  Income  tax  system. 
Connecticut's  adoption  of  a  state  personal  Income  tax  —  at  a  flat  rate  of 
4.5  percent  --  provides  the  most  recent  example  at  the  state  level  In  the 
United  States.  The  Connecticut  personal  Income  tax  was  fully  Imposed 
in  1992.  In  its  first  two  years  in  existence,  total  state  spending  grew  by 
18  percent,  while  inflation  increased  by  Just  6  jjercent.  The  Income  tax 
clearly  serves  to  boost  government  exp)endltures. 


No  Additional  Boost  to  Government  Spending: 
Scoring  B  0.5 


CD  Total  Score.  The  flat  Income  tax  system  scores  very  well  based  on  our 
eight  criteria.   Indeed,  on  our  scale  of  0  to  8.  with  0  being  the  poorest  of 
tax  systems  and  8  being  a  sound  tax  system,  the  flat  income  tax  scores 
6.5. 


A  Flat  Income  Tax  System: 
Total  Score  =  6.5 


Additional  Points  and  Problems.  As  with  £iny  tax,  the  flat  income  tax 
Is  open  to  the  possibility  that  once  all  deductions  are  eliminated,  tax 
rates  could  be  Increased  by  future  presidents  and  members  of  Congress. 
In  order  to  ensure  that  positive  tax  reform  measures  do  not  turn  into  tax 
increases  In  the  long  run,  a  two-thirds  or  three-fifths  super-majority 
should  be  required  before  Congress  could  increase  or  impose  new  taxes. 

Also,  payroll  taxes  would  remain  in  effect  under  the  current  flat 
Income  tax  proposals.  The  payroll  tax  presents  a  significant  burden  for 
indlvlducil  taxpayers  and  businesses. 
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A  National  Retail  Sales  Tax 

More  recent  on  the  tax  debate  scene  Is  the  Idea  of  completely 
scrapping  federal  Income,  estate  and  gift  taxes,  and  replacing  them  with 
a  nationS  retail  sales  tax.  Citizens  for  an  Alternative  Tax  System 
(CATS)  and  the  CATO  Institute  have  been  leading  the  way  on  this 
proposal.  Also,  U.S.  Representative  and  House  Ways  and  Means 
Chairman  Bill  Archer  (R-TX)  has  spoken  favorably  of  replacing  the 
Income  tax  with  a  national  sales  tax. 


TpersoTvcdlyuxxMliketotearthelnconysteixoutbylts  wotsandioss  ft 
overboard.' 

•  U.S.  Representative  Bill  Archer 
The  Wall  Street  Journal 
February  15,  1995 


A  national  sales  tax  would  look  something  like  the  following: 

•  CATO  and  CATS  assert  that  a  retail  sales  tax  rate  of  16  percent  to  18 
percent  would  raise  about  the  same  amount  of  revenue  as  does  the 
current  income-based  tax  system.  Additioncd  economic  growth  could 
allow  this  rate  to  go  as  low  as  1 1  percent.""^ 

•  Only  sales  at  the  retail  level  would  be  taxed. 

•  Some  kind  of  credit  would  be  supplied  to  make  a  nationed  sales  tax 
slightly  progressive. 


"What  about  scrapping  the  persarudarvicorpomJte  income  tax  codes,  which 
often  discourage  saving  and  investment.  In  favor  (^a  consumption  tax  that 
would  encourage  them.  Such  a  tax  could  be  structured  to  pwtect  low- 
income  families.  That  would  be  uxtrstftghtir^fon  pro-growth  and  fair.' 

•  New  York  Times  editorial 
August  21.  1992"^ 
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Let's  examine  how  a  national  retail  sales  tax  plan  holds  up  under 
our  eight  criteria  for  a  sound  tax  system. 

D  Low  Flat  Tax  Rate  to  Promote  Economic  Growth 

Obviously,  Income  would  not  be  taxed  under  this  plan  and 
consumption  would  be  taxed  at  the  final  retail  level  at  a  flat  rate  of 
somewhere  between  1 1  percent  and  18  j)ercent.  By  not  taxing  work, 
saving.  Investing,  and  risk  taking  at  all.  and  levying  a  low.  flat  sales  tax 
rate,  the  economy  would  boom  under  this  plan. 

As  was  the  case  for  the  flat  Income  tax.  a  small  amount  of 
progresslvlty  would  be  Introduced  Into  the  system.  In  this  case,  a  base 
tax  credit  would  be  supplied. 


Low  Flat  Tax  Rate: 
Score  s  1 


a  No  Taxation  of  Capital 

A  retail  Sedes  tax  would  not  tax  earnings  from  Investment  and 
savings  at  all.  As  Is  the  case  with  the  flat  Income  tax  plan  reviewed 
above,  incentives  for  saving.  Investment,  and  risk  taking  would 
skyrocket.  Again,  entrepreneurshlp.  economic  growth,  and  job  creation 
would  receive  a  significant  boost. 


No  Taxation  of  Capital: 
Score  c  1 


D  Inflation  Factor 

The  inflation  question  may  seem  somewhat  murky  regarding  a 
national  sales  tax  system,  but  in  the  end  a  retail  sales  tax  provides  bttle 
incentive  for  the  government  to  inflate. 

•  The  typical  problem  associated  with  a  national  sales  tax  proposal.  I.e.. 
that  the  sales  tax  would  be  Inflationary,  is  not  a  legitimate  concern. 
Inflation  is  a  monetary  phenomenon,  caused  by  money  supply  outpacing 
money  demand. 

•  A  clear  enticement  for  the  government  to  Inflate,  as  Is  the  case  under  a 
progressive-rate.  non-Indexed  income  tax  system,  does  not  exist  with  a 
flat  rate  retail  sales  tax. 

•  One  may  see  some  benefits  being  derived  by  government  in  an 
inflationary  environment  with  a  retail  sales  tax,  as  higher  retail  prices 
generate  higher  government  revenues.  Though,  the  government  actually 
would  receive  no  real  Increaise  In  funding. 
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Inflation  Factor: 
Score  s  1 


n  Clarity 

It  remains  difficult  to  Imagine  a  clearer  tax  system  than  a  national 
retail  sales  tax. 

•  Whenever  one  buys  something,  the  tax  owed  becomes  immediately  clear 
and  is  paid  at  that  moment. 

•  The  price  of  the  product  would  contain  few.  If  any,  hidden  taxes,  as 
opposed  to  the  case  with  both  an  Income  tax  system  (in  particular,  one 
where  corporate  income  is  taxed)  and  a  VAT. 

Clarity: 
Score  >  1 

a  Simplicity 

A  national  retail  sales  tax  would  be  far  simpler  than  an  Income  tax 
system  for  individuals  and  many  businesses.  However,  real  questions 
remain  for  retail  businesses. 

•  Taxes  would  be  paid  whenever  a  purchase  was  made  at  the  retail  level. 
Individuals  cind  businesses  would  no  longer  have  to  file  any  income  tax 
forms. 

•  For  many  retail  businesses,  however,  determinations  would  have  to  be 
made  as  to  whether  a  national  retail  sales  tax  Ceises  or  adds  to  their  tax 
compliance  burdens.  Some  argue  that  since  most  states  emd  localities 
already  levy  a  sales  tax.  compliance  costs  would  be  minimal. 

According  to  CATS,  the  simple  accounting  procedures  needed  to 
keep  track  of  a  national  sales  tax  are  already  in  place.  They  report  that 
studies  in  Sweden,  Great  Britain,  Portugal,  and  Australia  found  that  a 
consumption  tax  costs  less  to  administer  than  an  income  tax,  and  in 
Denmcirk,  a  business  tax  return  reporting  sales  taxes  ls_a^ost  card  with 
three  lines  on  it."^ 

Still,  it  seems  that  more  research  needs  to  be  done  as  to  the 
impact  a  national  retail  sales  tax  would  have  on  tax  compliance  for 
retail  businesses. 

Simplicity: 
Score  B  0.5 
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O  Limited  Bureaucracy  and  Intruslveness 

A  national  retail  sales  tax  would: 

•  Allow  the  IRS  to  be  disbanded  and  replaced  with  a  much  smaller,  less 
intrusive  federail  bureaucracy.  In  fact,  some  national  sales  tax  advocates 
would  have  the  states  collect  the  tax  since  most  already  have  sales  tax 
collection  systems  in  place. 

•  A  huge  benefit  to  a  national  sales  tax  replacing  the  income  tax  would 
mean  vast  gains  in  the  liberties  of  citizens.  The  federal  government 
would  be  several  steps  removed  from  the  private  financial  affairs  of 
individuals  and  most  businesses. 

•  In  contrast,  however,  many  businesses  could  face  an  intrusive 
bureaucracy,  especially  considering  the  possibility  of  tax  evasion  (as 
noted  below). 


Limited  Bureaucracy  and  Intruslveness: 
Score  ■  0.5 


n  Minimize  Incentives  for  Tax  Avoidance 

Perhaps  the  most  serious  question  regarding  a  national  sales  tax  is 
railsed  by  tax  evasion.  EX^en  if  a  national  sales  tax  rate  was  as  low  as  10 
percent  (a  rate  lower  than  either  CATO  or  CATS  are  advocating),  when 
combined  with  state  and  local  sales  taxes,  and  a  seemingly  easy  ability 
to  avoid  sales  levies,  the  temptation  for  tax  avoidance  could  be 
significant.  Though.  Just  as  is  the  case  with  an  income  tax.  if  rates  are 
kept  eis  low  as  possible  and  the  system  is  simple,  it  should  be 
remembered  that  most  people  are  honest  and  pay  their  taxes. 


Minimize  Incentives  for  Tax  Avoidance: 
Score  s  0 


D  No  Additional  Boost  to  Government  Spending 

Regarding  its  effect  on  government  spending,  a  national  sales  tax 
actually  should  act  as  a  restraint  on  the  growth  of  government. 

•  EX'ery  time  a  purchase  is  made  at  the  retail  level,  the  cost  of 
government  becomes  clear  with  a  national  retail  sales  tax.  Even  more  so 
than  under  a  flat  income  tax.  demands  for  the  government  to  economize 
should  drastically  increase  under  such  a  system. 
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•  The  many  woes  of  an  Income  tax  are  avoided,  and  there  remains  little 
evidence  that  retail  sales  taxes  are  a  major  Impetus  to  the  growth  of 
government. 


No  Additional  Boost  to  Government  Spending: 
Scorings  1 


O  Total  Score.  A  national  retail  sales  tax  system  scores  very  well  based 
on  our  eight  criteria.  Indeed,  on  our  scale  of  0  to  8.  with  0  being  the 
poorest  of  tax  systems  and  8  being  a  sound  tax  system,  the  national 
retail  sales  tax  scores  6.0.  If  it  is  shown  more  clearly  that  businesses  at 
the  retail  level  even  make  tax  compliance  gains  over  an  Income  tax.  this 
score  would  rise  to  6.5. 


A  National  Retail  Sales  Tax: 
Total  Score  =  6.0 


Additional  Points  and  Problems.   In  shifting  to  a  national  retail  sales 
tax  (or  a  VAT  system),  the  16th  amendment  to  the  U.S.  Constitution 
allowing  for  an  income  tax  needs  to  be  repealed  —  preferably  before  or  at 
the  time  one  shifts  away  from  an  income  tax. 

CrlUcs  of  a  national  retail  sales  tax  who  support  a  flat  income  tax 
levy  the  charge  that  U.S.  taxpayers  will  wind  up  paying  both  a  sales  tax 
and  an  income  tax  in  the  end  under  the  national  sales  tax  option. 
Obviously,  the  surest  way  to  avoid  such  a  development  is  to  repeal  the 
16th  amendment.  Of  course,  though,  as  previously  noted,  flat  income 
tax  proponents  are  open  to  a  similar  charge:  that  once  all  deductions  are 
eliirdnated,  tax  rates  could  be  increased  by  future  presidents  and 
members  of  Congress.  Indeed.  It  is  probably  easier  to  raise  tax  rates  on  a 
current  tax.  then  to  re-impose  a  tax  that  hjts  been  repealed. 

In  order  to  ensure  that  positive  tax  reform  measures  do  not  turn 
into  tax  increases  in  the  long  run,  a  two-thirds  or  three-fifths  super- 
majority  should  be  required  before  Congress  could  increase  or  impose 
new  taxes;  and  the  16th  amendment  to  the  U.S.  Constitution  should  be 
repealed. 

As  is  the  case  with  the  flat  income  tax.  Social  Security  taxes  would 
remain  in  effect  under  current  national  retail  sales  tax  proposcils. 
Payroll  taxes  burden  both  Individual  taxpayers  and.  most  especially, 
businesses.  The  continuing  existence  of  the  payroll  tax  seems 
particularly  damaging  to  a  national  retail  sales  tax  plan  (or  a  VAT),  as 
retciil  businesses  would  carry  the  double  costs  of  filing  and  keeping  track 
of  both  payroll  and  Scdes  taxes.  Though  this  blow  may  be  softened  by  the 
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fact  that,  with  state  and  local  sales  levies,  these  businesses  do  both 
currently,  but  the  additional  burden  of  Income  taxes  would  be  lifted. 

National  retail  sales  tax  advocates  also  must  answer  the  question 
regarding  the  elderly,  who  have  paid  Income  taxes  all  of  their  lives  and  In 
retirement  would  be  forced  to  pay  a  national  retail  sales  tax  as  well. 

The  "Consumed-Income"  Tax 

The  "consumed -Income"  tax  idea  works  on  the  same  general  idea 
as  the  flat  Income  tax,  except  as  currently  proposed  in  Washington.  D.C. 
tax  rates  would  be  steeply  progressive  and  many  more  deductions  would 
be  allowed.   U.S.  Senators  Pete  Domenlci  (R-NM)  and  Sam  Nunn  (D-GA) 
have  been  leading  the  charge  for  the  "consumed-income"  tax. 

Based  on  the  Domenicl-Nunn  idea,  a  "consumed-income"  tax 
^stem  would  look  like  the  foUowing: 

•  Only  Income  used  for  constmiptlon  ptirposes  would  be  taxed.  Including 
that  portion  of  current  earnings  consumed,  as  well  as  savings  and 
investments  drawn  down  or  sold  and  used  for  consumption  purposes. 
Earnings  that  are  saved  or  Invested  would  not  be  taxed.  For  example, 
capital  gcilns  income  would  be  taxed  if  those  profits  were  spent,  but  not 
taxed  if  re-invested. 

•  After  a  lengthy  phase-in  period,  three  tax  rates  would  be  in  effect,  8 
percent.  19  percent,  and  40  percent.  The  40  percent  rate  would  apply  to 
all  "consumed-income"  over  $40,000. 

•  Though  reduced  as  compared  to  the  current  system,  a  host  of  tax 
deductions  would  be  allowed.  In  addition  to  a  $7,400  exemption  for  a 
married  couple  and  $2,550  for  each  family  member,  for  example,  a  $2,000 
deduction  would  be  allowed  for  higher  education  expenditures,  a  low- 
Income  income  tax  credit  for  SociaJ  Security  and  Medicare  payroll  taxes 
would  be  in  effect,  and  current  deductions  for  home-mortgage  interest, 
charitable  donations,  and  alimony  would  remain. 

•  Businesses  essentially  would  have  to  pay  an  1 1  percent  value-added  tax 
(VAT).  The  tax  base  would  equal  gross  domestic  sales  minus  the  costs  of 
plant,  inventory,  and  equipment  purchased  from  other  U.S.  businesses. 
A  tax  credit  for  payroll  taxes  would  be  allowed,  but  no  deductions  for 
workers'  earnings. 

How  does  this  plan  measure  up  to  the  eight  criteria  for  a  sound 
tax  sjrstem  set  out  here? 

D  Low  Flat  Tax  Rate  to  Promote  Economic  Growth 
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The  "consumed-lncome"  tax  proposal  is  a  steeply  progressive  tax 
structure,  with  rates  ranging  up  to  40  percent.   Indeed,  Senator  Nunn 
declared:  "We  believe  a  progressive  tax  rate  is  much  fairer.""*" 

However,  stlif  taxation  of  consumption  results  In  disincentives  for 
production.  After  all,  the  end  point  of  all  production  Is  consumption. 
Burdensome  consumption  taxes  can  discourage  production  just  as  direct 
taxes  on  working,  saving,  and  investing  do. 


"But  cxmsumption  is  an  incentive  to  jmxiuctfon.  If  it  istobe  ruthlessly  taxed, 
there  are  no  rewards  Jar  saving  and  tnvestir^." 

•  Economist  Paul  Craig  Robeits 
Business  Week,  November  9.  1992 


Also,  the  actual  tax  rate  of  employee  earnings  would  be  even  higher 
than  stated  since  their  earnings  would  be  subject  to  the  business  VAT  of 
1 1  percent.  Under  this  plan,  the  top  marginal  tax  rate  for  individuals 
approaches  46  percent. 

Low  Plat  Tax  Rate: 
Score  s  0 

D  No  Taxation  of  Capital 

The  "consumed-lncome"  tax  proposal  is  mixed  when  It  comes  to 
taxing  saving  and  investment. 

•  On  the  positive  side,  any  earnings  saved  or  invested  are  exempt  from 
taxation. 

•  On  the  negative  side,  savings  or  investments  liquidated  for 
consumption  purposes  would  be  taxed  at  highly  progressive  rates  of 
taxation.  Again,  high  tax  rates  on  consumption  can  serve  as 
disincentives  for  saving  and  investment. 

No  Taxation  of  Capital: 
Score  s  0.5 

G  Inflation  Factor 

There  seems  to  be  some  confusion  under  the  specific  Nunn- 
Domenlcl  "consumed-lncome"  tax  plan  as  to  whether  or  not  tax  rates 
would  be  Indexed  for  inflation.  Conversations  with  various  individuals 
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seem  to  indicate  that  rates  would  be  indexed,  yet  no  one  has  been  able  to 
tell  me  unequivocally  so.  Questions  remain. 

Inflation  Factor: 
Score  ■  0.5 

O  Clarity 

Clarity  Is  not  a  strong  point  of  this  type  of  plan.   For  example: 

•  The  business  VAT  is  a  tax  deeply  hidden  in  the  price  of  goods  --  well 
beyond  the  purview  of  consumers. 

•  Workers'  earnings  would  be  subject  to  the  business  VAT  and  then  taxed 
again  as  'consumed -Income." 

•  The  system  would  use  the  current  withholding  system,  with  all  Its 
commensurate  woes  of  diverting  attention  from  the  true  cost  of 
government. 

Clarity: 
Score  3  0 


a  Simplicity 

The  "consumed -income"  tax  pljm  Is  a  fairly  complex  system.  For 
example: 

•  Though  far  less  than  currently  In  effect,  a  good  number  of  tax 
deductions  and  credits  permeate  this  plan.  One  does  need  an  overly 
active  Imagination  to  see  a  significant  expansion  of  deductions  and 
credits  In  the  future. 

•  Tracking  spending  activities  versus  saving  and  Investment  seems  to  be 
a  rather  cumbersome  task. 

Simplicity: 
Score  «  0 

G  Limited  Bureaucracy  and  Intnisiveness 

If  you  can  Imagine,  the  "consumed -Income"  tax  plan  has  the 
potential  to  become  almost  as  bureaucratic  and  intrusive  than  the 
current  Income  tax  code.  Again,  tracking  consumption  for  the  purpose  of 
taxing  it  as  Income  Is  a  mind-boggling  undertaking.  Indeed.  Senators 
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Domenlcl  and  Nunn  may  have  uncovered  one  of  the  most  complex  tax 
systems  ever  known  to  man. 


Limited  Bureaucracy  and  Intnulveness: 
Score  s  O 


a  Minimize  Incentives  for  Tax  Avoidance 

The  cumbersome  and  complex  nature  of  taxing  consumption  as 
"consumed  Income"  would  seem  to  open  up  numerous  temptations  for 
tax  avoidance.  Of  course,  the  highly  progressive  tax  rate  structure 
significantly  boosts  such  temptations. 


Bfinimize  Incentives  for  Tax  Avoidance: 
Score  s  0 


G  No  Additional  Boost  to  Government  Spending 

The  "consumed-lncome"  tax  plem  seems  to  offer  little  In  the  way  of 
helping  to  restrain  government  spending. 

•  As  noted,  the  business  VAT  and  continued  withholding  help  to  hide  the 
true  cost  of  government  from  taxpayers,  thereby  erJiancing  the  ability  to 
Increase  government  spending. 

•  Again,  the  Indexing  question  comes  Into  play  here  cis  well.   If  rates  are 
indexed,  then  taxpayers  would  not  be  boosted  Into  highier  brackets  due  to 
merely  Inflationary  increases  In  'consumed-income"  levels.  If  rates  are 
not  Indexed,  though,  the  government's  spending  Juggernaut  will  pick  up 
more  speed  due  to  non-legislated  tax  Increases. 

No  Additional  Boost  to  Government  Spending: 
Scorings  0 

0  Total  Score.  A  "consumed-income"  tax  system  scores  miserably  beised 
on  our  eight  criteria.  Indeed,  on  our  scale  of  0  to  8.  with  0  being  the 
poorest  of  tax  systems  and  8  being  a  sound  tax  system,  the  "consumed- 
income"  tax  scores  1.0. 

A  "Consumed-income"  Tax: 
Toted  Score  =  1.0 

Additional  Points  and  Problems.  The  general  idea  of  moving  taxation 
away  from  saving  and  Investment  and  toward  consumption  is  a  sound 
economic  principle.  Unfortunately,  the  "consumed-income"  tax  idea 
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represents  an  effort  that  got  lost  In  unnecessary  complexities  and  a 
desire  to  make  tax  rates  steeply  progressive. 


The  VAT 

A  value-added  tax  (VAT)  is  a  consumption-based  tax  levied  at  each 
stage  of  production.  So,  as  products  move  through  the  various  stages  of 
production  £ind  distribution,  a  company  pays  taxes  on  only  the  vjilue  it 
adds. 

Currently  In  Washington,  D.C.,  no  one  seems  to  be  suggesting 
replacing  the  Income  tax  system  with  a  VAT.  A  VAT  only  enters  the 
debate  when  either  advocates  of  big  government  are  seeking  an  additiDnal 
source  of  revenues  -  i.e.,  a  tax  hike  —  or  when  crlUcs  of  a  national  retail 
sales  tax  argue  that  such  a  sales  levy  will  inevitably  become  a  VAT. 

Some  critics  of  a  national  retail  sales  tax  assert  that  history  shows 
such  taxes  inevitably  become  VATs,  with  Europe  cited  as  the  example.   In 
a  pamphlet  entitled  The  Case  for  Taxing  Consumption."  Murray 
Weldenbaum  offered  a  sUghtly  different  account  of  how  VATs  developed 
In  Western  Europe: 

"Value-added  taxes  typically  replaced  an  extremely  inefficient  form 
of  consumption  tax  Uiat  was  already  in  place,  a  cascading  sales  or 
turnover  revenue  system.  Those  latter  taxes  apply  to  the  total 
amount  of  a  firm's  sales  rather  than  only  its  value  added.  Sales 
taxes,  thus,  would  be  paid  over  and  over  again  on  the  same  Items 
as  they  moved  from  firm  to  firm  in  various  stages  of  the  production 
and  distribution  process.  Such  cascade-type  taxes  favored 
Integrated  firms  (who  could  legcdly  avoid  one  or  more  stages  of  the 
tax),  but  they  severely  discriminated  against  Independent 
companies  who  operate  at  only  one  phase  of  the  production 
process.""" 

Of  course,  a  national  retail  sales  tax  avoids  the  cascading 
problems  of  Europe's  sales  taxes,  since  it  is  by  definition  levied  at  only 
the  retail  level. 

Since  the  VAT  continues  to  slip  into  the  tax  debate,  it  would  be 
worth  taking  a  quick  look  at  how  a  VAT  system  -  replacing  the  Income 
tax  —  would  compare  with  the  criteria  for  a  sound  tax  system.   Without 
a  tangible  proposal,  this  will  involve  some  speculation. 

D  Low  Flat  Tax  Rate  to  Promote  Economic  Growth 

There  is  nothing  Inherent  in  a  VAT  system  requiring  high, 
progressive  tax  rates.  A  VAT  could  certainly  be  imposed  as  a  low,  flat  tax 


121 


rate  of  less  than  20  percent.  Obviously.  Income  would  not  be  taxed  at 
all. 


Low  Plat  Tax  Rate: 
Score  >  1 


O  No  Taxation  of  Capital 

Saving  and  investment  would  escape  taxation  --  to  the  benefit  of 
economic  growth. 


No  Taxation  of  Capital: 
Score  ■  1 


n  Inflation  Factor 

With  a  single  tax  rate,  there  would  be  little  incentive  for  the 
government  to  resort  to  Inflation. 

Inflation  Factor: 
Score  s  1 

G  Clarity 

Clarity  is  a  major  weakness  of  a  VAT  system.  The  tax  burden  is 
burled  deep  in  the  price  of  products.  When  a  consumer  buys  a  product, 
he  h£Ls  no  idea  how  much  of  the  price  being  paid  is  attributed  to  taxes. 


n  SimpUcity 

The  VAT  certainly  creates  direct  burdens  for  businesses.  As  for 
individuals,  the  VAT  may  seem  quite  simple  —  you  pay  taxes  whenever 
you  purchase  a  product  or  service.  However,  as  noted  quite  early  In  this 
analysis,  simplicity  is  one  aspect  of  a  sound  tax  system,  but  not  at  the 
cost  oj clarity.  The  VAT  surety  sacrifices  clarity. 

Simplicity: 
Score  s  0 

D  Limited  Bureaucracy  and  Intnisiveness 
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A  VAT  certainly  requires  a  tax  collection  bureaucracy,  as  does  any 
levy.  Though.  It  is  difficult  to  imagine  a  VAT  bureaucracy  coining  close 
to  the  size  of  the  IRS  bureaucracy. 

Government  intrusions  into  the  lives  and  affairs  of  individiuiLs 
essentially  would  be  limited  in  a  switch  from  an  income  tax  to  a  VAT. 
However,  businesses  will  surely  face  an  intrusive  bureaucracy. 

Limited  Bureaucracy  and  Intnuiveness: 
Score  >  0.5 

O  Minimize  Incentives  for  Tax  Avoidance 

This  seems  to  be  a  mixed  area  under  a  VAT.  As  long  as  a  VAT  rate 
was  kept  low,  there  would  be  fewer  incentives  for  tax  avoidance  or 
evasion.  However,  in  terms  of  evaluating  costs  of  goods  and  value  added, 
possibilities  for  evasion  may  be  considerable. 


Minimize  Incentives  for  Tax  Avoidance: 
Score  s  0.5 


n  No  Additional  Boost  to  Government  Spending 

Due  to  its  completely  hidden  nature,  the  VAT  serves  as  a  big  boost 
to  government  spending.  It  is  a  relatively  easy  tax  to  increase. 


No  Additional  Boost  to  Government  Spending: 
Scoring  =  0 


a  Total  Score.  On  our  scale  of  0  to  8,  with  0  being  the  poorest  of  tax 
systems  and  8  being  a  sound  tax  system,  the  VAT  scores  a  middling  4.0. 
Of  course,  this  score  is  based  on  the  most  ideal  VAT  --  one  low  rate. 


The  VAT: 
Total  Score  -  4.0 


Additional  Points  and  Problems.  The  VAT  often  conjures  up  visions  of 
feeding  more  and  more  tax  dollars  to  big.  plodding  governments  and 
stagnating  economies  in  Europe.  Indeed,  the  VATs  major  problem  is 
that  it  seems  to  be  a  hearty  system  for  collecting  revenues,  due  in  large 
part  to  its  hidden  nature.  Europe  suffers  doubly  because  VATs  co-exist 
with  income  taxes.  European  nations  have  not  scrapped  income  taxes  in 
favor  of  VATs:  they  have  levied  both  so  as  to  feed  a  large  public  sector  -- 
to  the  long-term  detriment  of  their  respective  economies. 
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A  Note  Regarding  "Revenue  Neutrality" 

The  Idea  of  holding  tax  reform  up  to  the  Idol  of  "revenue 
neutrality"  —  I.e..  changes  in  the  tax  code  must  reap  the  same  smiount  of 
revenue  to  the  government  as  if  no  changes  occurred  —  Is 
counterproductive. 

First,  of  course,  remains  the  fact  that  revenue  neutrality  is 
impossible  to  attain.  The  notion  that  the  U.S.  economy  and  the  effects 
of  tax  policy  can  be  measured  to  the  point  of  determining  revenue 
neutrality  is  specious. 

Second,  even  if  it  could  be  achieved,  the  goal  of  revenue  neutrality 
is  misguided.  Taxpayers  and  the  U.S.  economy  not  only  need  a  sound  toK 
system,  but  lower  taxes  as  well  Setting  a  goal  of  revenue  neutrality 
means  that  one  tacitly  accepts  that  current  levels  of  government 
spending  and  taxation  are  just  right  -  a  dubious  proposal,  to  say  the 
least.  Room  for  downsizing  the  federal  government  is  substantial  and  the 
need  for  tax  reduction  paramount 


Conclusion 

"The  Great  Tax  Debate"  is  on.  In  this  study,  I  have  provided  an 
overview  of  the  main  criteria  for  a  sound  tax  system,  our  current  income 
tax  system,  and  proposed  replacement  systems  of  taxation  —  the  flat 
income  tax,  a  national  retail  sales  tax.  a  'consumed -income"  tax.  and 
the  VAT.  Based  on  this  evaluation  system,  each  system  scored  as 
outlined  in  Figure  3. 

The  most  sound  systems  were  the  flat  income  tax  and  the  national 
retail  sales  tax,  followed  by  the  VAT.  with  the  "consumed-income"  tax 
and  our  current  tax  code  trailing  well  behind.  Replacing  our  current 
Income  tax  system  with  either  a  flat  income  tax  or  a  national  sales  tax 
would  provide  the  clearest  boost  to  entrepreneurship.  capital  formation, 
and  the  economy. 
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Figure  3:  Scoring  Various  Tax  Syvtemt 

(Scale:  0  being  least  sound  and  8  being  most  sound) 


Tvpe  of  Tax  System 

Score 

Flat  Income  Tax 

6.5 

National  Retail  Sales  Tax 

6.0 

VAT 

4.0 

"Consumed-Income"  Tax 

1.0 

Current  Income  Tax 

0.5 

Bach  system  was  scored  for  the  following  criteria: 

D  Low  Flat  Tax  Rate  to  Promote  Economic  Growth 

a  No  Taxation  of  Capital 

G  Inflation  Factor 

G  Clarity 

n  simplicity 

G  Limited  Bureaucracy  and  Intrusiveness 

Ct  Minimize  IncentlTcs  for  Tax  Avoidance 

G  No  Additional  Boost  to  Government  Spending 


When  compared  to  our  current  income  tax  system,  a  flat  Income 
tax  a  national  retail  sales  tax,  or  possibly  even  a  low  VAT.  would  provide 
vsist  improvements.  E^ch  would  supply  added  incentives  for  investment 
in  new  and  expanding  enterprises,  innovations,  and  inventions.  The 
dynamism  that  comes  with  stepped  up  entrepreneurship  would  push  the 
U.S.  economy  to  growth  levels  we  have  not  seen  in  decades. 

After  all.  small  business  remains  the  backbone  of  the  American 
free  enterprise  system.  They  produce  the  bulk  of  new  Jobs,  bring  new 
products  and  services  to  the  marketplace  and  consumers,  and  the  wildly 
successfial  ones  go  on  to  become  our  nation's  leading  large  businesses.  A 
shift  to  a  tax  system  that  ceases  taxing  saving  and  investment  - 
particularly,  capital  gains  -  while  imposing  low  rates  on  consumption, 
provides  the  best  envirormient  in  which  small  businesses  can  come  into 
existence  and  grow. 

As  the  nineteenth  century  came  to  a  close  and  the  twentieth 
century  dawned,  the  United  States  government  imposed  no  income  taxes 
on  its  citizens.  It  was  the  period  when  America  took  great  strides  in 
becoming  the  world's  most  powerful  economy.  Entrepreneurs  pushed  the 
economy  to  amazing  rates  of  economic  growth.  In  fact,  as  1  noted  in  a 
Washington  Times  article  last  year  ("Ekionomic  Policy  Should  Head  for  the 
1870s.  Not  the  1970s."  September  7,  1994).  from  1870  to  1913,  from 
when  it  was  agreed  that  the  Civil  War  income  tax  would  end  until  the 
income  tax  was  re-imposed,  the  U.S.  economy  expanded  by  over  465 
percent  in  real  terms,  or  by  an  average  rate  of  more  than  10  percent  per 
year.  In  the  meantime,  the  wholesale  price  index  for  aU  commodities 
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over  this  period  actually  fell  by  almost  50  percent,  or  by  an  average  of 
-1.2  percent  per  year. 

As  the  twentieth  century  comes  to  a  close  and  we  look  toward  the 
twenty-first  century,  many  are  concerned  with  America's  vitality  and 
ability  to  compete  In  an  Increasingly  competitive  world  economy.  Surely, 
we  must  considerably  downsize  government,  deregulate  our  economy,  and 
perhaps  most  Important,  we  should  either  move  to  a  low.  flat  Income  tax 
system,  or  better  yet.  put  an  end  to  one  of  the  twentieth  century's  biggest 
impediments  to  entrepreneurslilp  and  growth  —  the  income  tax. 
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Madam  Chairman,  members  of  the  subcommittee,  my  name  is  Jeffrey  Lear  and  I 
am  the  Director  of  Federal  Affairs  and  Tax  Counsel  for  the  National  Society  of  Public 
Accountants  (NSPA).  The  society  is  one  of  nearly  one  hundred  small  business 
organizations  that  work  together  through  the  Small  Business  Legislative  Council  (SBLC), 
and  it  is  on  behalf  of  the  SBLC  and  its  members'  associations  that  I  speak  here  today. 

The  SBLC  is  a  permanent,  independent  coalition  of  nearly  one  hundred  trade  and 
professional  associations  that  share  a  common  commitment  to  the  future  of  small 
business.  Our  members  represent  the  interests  of  small  businesses  in  such  diverse 
economic  sectors  as  manufacturing,  retailing,  distribution,  professional  and  technical 
services,  construction,  transportation,  and  agriculture.  Our  policies  are  developed 
through  a  consensus  among  our  membership.  Individual  associations  may  express  their 
own  views.   For  your  information,  a  list  of  our  members  is  enclosed. 

As  chairman  of  the  Smidl  Business  Legislative  Council's  Ad  Hoc  Task  Force  on 
Alternative  Tax  Systems,  it  is  my  responsibility  to  inform  SBLC  members  on  alternative 
tax  systems  and  to  gather  the  thoughts  of  the  member  organizations  on  comprehensive 
tax  reform  for  presentation  to  interested  parties. 

Your  invitation  correctly  noted  that  SBLC  does  not  currently  have  an  official 
position  in  the  comprehensive  tax  reform  debate.  Because  so  many  of  the  proposals 
have  yet  to  be  released  in  bill  form,  it  is  difficult  to  be  sure  which  proposals  could  help 
small  business  and  which  ones  could  hurt.  However,  some  fundamental  principles  have 
begun  to  emerge  that  will  define  what  small  business  needs  from  comprehensive  reform 
and  SBLC  would  like  to  share  some  of  those  thoughts  with  you  today. 

Your  invitation  asks  three  questions  relative  to  the  flat  tax: 
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(1)  What  is  the  likely  impact  of  the  flat  tax  on  small  business? 

(2)  How  effective  would  a  flat  tax  rate  be  in  stimulating  growth  in  small 
business? 

(3)  What  details  and  considerations  critical  to  small  business  need  to  be 
considered? 

The  third  question  is  actually  the  key  to  answering  your  first  two  questions.  Two 
key  considerations  will  define  the  impact  and  effectiveness  of  a  flat  tax,  or  of  any  other 
alternative  tax  system  for  that  matter,  on  small  business.  First,  any  new  tax  system  must 
clearly  define  its  relationship  with  the  current  income  tax  system.  Second,  the 
effectiveness  of  a  new  tax  system  will  depend  much  more  upon  the  tax  base  to  which 
it  applies  than  upon  the  rate  it  applies  to  that  base. 
Relationship  to  the  Current  System 

The  first  detail  which  must  be  clear  in  comprehensive  tax  reform,  is  the  relationship 
of  any  new  tax  system  to  the  current  Internal  Revenue  Code  (I.R.C.)  and  Regulations. 
If  a  new  system  is  meant  to  replace  the  current  IRC,  it  must  begin  by  defining  many  of 
the  terms  which  are  defined  to  some  extent  in  the  current  code.  Terms  like  "income," 
"capital  asset,"  "capital  gain,"  and  "expense"  have  all  developed  specific  meanings 
through  the  current  code  or  subsequent  case  law.  Any  new  tax  system  must  be  specific 
regarding  the  author's  intent  to  make  use  of  or  make  obsolete  these  terms  and  hundreds 
of  others  included  in  the  code.  A  replacement  code  must  also  replace  many  sections  that 
do  not  directly  relate  to  the  taxation  of  income.  The  most  obvious  of  these  is  the  current 
penalty  structure,  which  could  easily  be  incorporated  by  reference  in  a  new  code  but, 
nevertheless,  cannot  be  overlooked. 
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If  a  new  system  is  meant  to  add  a  new  tax  to  the  current  system,  a  possibility  with 
some  types  of  comprehensive  reform,  the  relationship  between  the  two  systems  must  be 
clearly  defined.  If  a  value  added  tax  or  a  national  sales  tax  were  added  on  top  of  the 
current  corporate  and  personal  business  income  taxes,  would  amounts  paid  in  new  taxes 
be  deductible  in  reaching  taxable  income  for  the  income  tcix?  Would  a  new  layer  of  tax 
mean  a  reduction  in  income  taxes?  Questions  like  these  must  be  answered  relative  to 
any  proposal  which  would  create  a  new  tax  in  addition  to  the  current  income  tax. 

While  SBLC  does  not  currently  have  an  official  position  on  alternative  tax  systems, 
this  much  is  for  certain.  It  is  difficult  to  imagine  small  businesses  supporting  a  reform 
which  adds  another  layer  of  tax  to  the  current  system.  All  businesses  with  employees 
currently  bear  the  burden  of  withholding,  reporting,  and  paying  federal  and  state  income 
taxes,  federal  and  state  unemployment  insurance,  and  sodal  security.  Some  have 
obligations  for  state  and  local  sales  taxes  and  other  local  levies.  Another  layer  on  top 
of  the  already  burdensome  reporting  and  payment  requirements  would  further  detract 
from  the  small  businessperson's  productive  capacity,  requiring  that  even  more  time  be 
spent  on  paperwork  rather  than  business  activities.  Although  SBLC  will  not  dismiss  a 
proposal  without  first  examining  it,  any  proposal  which  would  add  a  new  layer  of  tax 
to  the  current  system  will  be  viewed  with  a  wary  eye. 
Definition  of  Tax  Base 

The  next  consideration  which  is  critical  to  small  businesses  and  to  all  taxpayers  is 
what  constitutes  income  that  will  be  subject  to  the  tax,  known  as  the  "tax  base."  By 
definition,  a  "flat  tax"  will  apply  one  rate  to  all  taxable  income.  As  such,  the  current 
income  tax  system  could  easily  be  made  into  a  flat  tax  by  simply  removing  the 
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graduated  rate  structure  and  saying  that  all  taxable  incomes  will  be  taxed  at,  for 
example,  30  percent.  Technically,  this  would  create  a  flat  tax.  At  the  same  time,  it 
would  fail  to  remove  any  of  the  complexity  in  the  current  system. 

Many  argue  that  a  broad-based  tax  is  needed  in  order  to  replace  the  current  income 
tax  and  to  substantially  reduce  the  percentage  of  income  taxed.  One  way  to  do  this  is 
to  create  an  urdimited  income  tax  base,  stating  that  all  money,  goods,  and  services 
received  by  a  taxpayer  in  exchange  for  services  or  goods  rendered  or  as  a  gift  or  other 
transfer  constitute  income.  All  income  received  in  a  year  would  be  taxed  at  one  rate, 
with  taxes  due  and  payable  on  a  date  certain  to  the  U.S.  government.  This  could  be 
done  for  both  individuals  and  for  businesses.  It  would  raise  a  great  deal  of  concern, 
however,  because  it  would  wipe  out  all  deductions  and  exemptions  from  the  tax  code. 
But,  when  you  begin  to  allow  deductions  and  exemptions,  you  invariably  increase 
complexity  and  you  begin  to  move  back  toward  the  current  system. 

There  exist  at  least  three  alternatives  to  this  broad-based  income  tax  that  would 
target  consumption  of  income  rather  than  income  itself.  The  first  is  a  point-of-sale  base, 
which  taxes  purchases  when  made.  This  would  include  a  national  sales  tax  or  possibly 
a  value  added  tax.  Small  businesses  are  concerned  about  these  taxes  in  theory  because 
of  the  possibility  of  increased  record-keeping  and  the  possibility  of  declining  sales. 
Concern  also  exists  that  these  types  of  taxes  seem  the  most  likely  candidates  for  addition 
to,  rather  than  replacement  of,  the  current  tax  system.  In  response  to  your  question 
about  stimulating  growth  in  small  businesses,  this  type  of  tax  seems  the  least  likely  to 
create  any  new  reasons  for  investment. 
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A  different  approach  is  to  tax  consumption  by  subtracting  from  income  amounts 
that  a  taxpayer  is  able  to  invest  during  the  year.  This  is  the  approach  favored  in  the 
Nunn-Domenici  "USA  Tax, "  S.  722.  The  problem  here  is  the  extent  to  which  a  sole 
proprietor  or  partner  reinvests  rather  than  conspmes.  If  reinvestment  is  defined  as  a 
form  of  saving  rather  than  consumption,  this  tax  could  create  an  incentive  for  investment 
in  small  business.  Senators  Nunn  and  Domenici  have  dealt  with  this  problem  by 
creating  a  separate  tax  on  all  businesses  at  a  flat  rate  of  11  percent.  Taxpayers  under  the 
USA  plan  would  be  allowed  to  treat  investment  in  the  capital  of  a  business  as  savings, 
which  means  that  earnings  reinvested  would  not  be  treated  as  consumed.  This 
treatment  does  create  an  incentive  for  investment  in  a  business. 

A  third  alternative  is  to  focus  a  consumption-based  tax  only  on  earned  income. 
Returns  from  saving  and  investment  such  as  interest,  dividends,  and  capital  gains  would 
be  exempt.  This  treatment  creates  an  incentive  to  save  and  invest  from  which  small 
business  would  surely  benefit,  but  it  has  its  drawbacks  as  well.  First  of  all,  there  is  the 
appearance  of  unequal  treatment  for  a  wealthy  taxpayer  who  has  invested  a  lifetime's 
or  even  generations'  worth  of  savings  and  now  lives  solely  on  unearned  income.  Under 
this  proposal,  such  a  taxpayer  would  pay  no  income  tax.  Second,  there  is  a  concern  with 
the  treatment  of  income.  Currently,  the  IRS  regularly  challenges  taxpayers  who  take 
relatively  large  distributions  out  of  their  corporations  but  pay  themselves  a  small  salary. 
The  problem  currently  relates  to  the  payment  of  social  security  taxes  on  payments  made 
as  compensation  for  services  rendered. 

Under  this  tax  base,  the  IRS  would  begin  to  examine  the  entire  income  tax  hability 
of  some  taxpayers,  as  opposed  to  just  social  security  taxes.    The  use  of  this  tax  base 
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would  increase  the  likelihood  of  Internal  Revenue  Service  action  in  the  area  of  classifying 
distributions  and  what  constitutes  a  reasonable  compensation.  This  could  lead  to 
differing  court  interpretations,  inconsistent  treatment  in  different  jurisdictions  and  an 
unwielding  body  of  law  that  will  confuse  taxpayers  who  make  honest  efforts  to  comply. 
This  is  the  type  of  problem  that  comprehensive  tcix  reform  should  be  trying  to  simplify. 

It  appears  to  us,  to  the  extent  the  universe  of  taxpayers  is  made  up  of  wage 
earners,  a  flat  tax  would  simplify  tax  reporting.  The  question  is  whether  the  same  can 
be  said  for  business  taxypayers,  particularly  those  who  report  their  incomes  on  their 
personal  returns  as  the  result  of  doing  business  as  a  sole  proprietor,  partner  or  S 
Corporation  shareholder.  It  may  be  that  elaborate  firewalls  must  be  constructed  to 
segregate  such  income  and  expenses.  Before  we  can  conclude  whether  a  flat  tax  would 
)aeld  any  simphcation  benefits  to  small  business,  we  would  have  to  know  more  about 
the  income  and  expense  charaterizations  that  would  be  necessary  under  a  flat  tax. 

As  to  the  rate  itself,  under  a  flat  tax  we  cannot  judge,  at  this  time,  whether  it  will 
reduce  the  tax  burden  of  many  small  businesses.  As  noted  earlier,  most  flat  tax 
proposals  broaden  the  taxable  base.  Second,  while  we  have  some  small  businesses 
paying  at  the  highest  marginal  rate  under  the  current  system,  we  also  have  more,  a 
substanticil  number  of  small  businesses,  paying  at  a  very  low  marginal  rate,  as  both  the 
current  personal  and  corporate  rate  structures  are  graduated.  What  we  need  to  have, 
and  hope  the  committee  can  help  ascertain  from  the  Joint  Committee  on  Taxation,  is 
information  to  allow  us  to  compare  apples  to  apples.  What  is  the  true  effective  rate  of 
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taxation  of  small  businesses  under  the  current  system,  and  what  would  be  the  true 
effective  rate  under  a  flat  tax  system?  Discussing  the  two  systems  merely  on  the  basis 
of  the  marginal  rates  is  an  apples  to  oranges  exercise. 

We  should  also  note  that  historically,  SBLC  has  supported  the  concept  that  the  tax 
code  can  be  a  powerful  economic  driver.  While  almost  all  small  businesses  would 
complain  about  the  current  system,  the  reality  is  that  small  business  has  also  derived 
significant  competitive  benefits  from  the  current  system.  From  allowing  individuals  to 
deduct  their  mortgage  interest  to  the  direct  expensing  provision,  the  tax  code  has  helped 
small  business  grow  and  prosper.  Indeed,  in  the  1970s,  the  current  graduated  corporate 
rate  structure  was  put  into  place,  in  part,  to  provide  additional  retained  earnings  which 
are  a  primary  source  of  the  capital  small  business  so  badly  needs. 

Clearly,  any  new  tax  system  will  have  its  good  points  and  bad.  Most  flat  tax 
proposals  would  allow  for  immediate  expensing  of  the  entire  value  of  an  investment  in 
tangible  assets.  This  is  certaiiJy  a  plus.  On  the  other  hand,  labor  intensive  firms  may 
find  their  costs  such  as  fringe  benefits  do  not  receive  favorable  treatment  in  most 
proposals. 

Some  changes  will  have  unintended  consequences.  For  example,  a  cutback  in 
charitable  contributions  has  ramifications  for  some  small  businesses.  These  businesses 
already  compete  with  nonprofits  under  conditions  which  the  small  businesses  believe 
are  ujifair.  If  charitable  contributions  decline,  will  that  create  an  incentive  for  nonprofits 
to  increase  their  commercial  activities? 
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When  all  is  said  and  done,  the  net  behavioral  changes  may  be  found  acceptable. 
The  point  is  that  moving  from  the  current  system  to  a  flat  tax  proposal  does  require 
careful  consideration  of  all  its  ramifications.  We  applaud  you  for  holding  these  hearings. 

We  view  ourselves  at  the  beginning  of  a  long  journey  and  we  do  not  know  what 
we  will  find  at  the  end.  We  do  know  there  are  a  lot  more  questions  than  we  have 
answers  for  and  hope  the  subcommittee  can  help  us  find  the  data  so  we  can  all  make 
an  informed  decision  together. 
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Testimony  before  the  House  Committee  on  Small  Business 
Taxation  and  Finance  Subcommittee 

Presented  by  James  P.  Lucier,  Jr. 

Director  of  Economic  Research 

Americans  for  Tax  Reform 


Madam  Chairman,  Members  of  the  Committee,  it  is  truly  a  pleasure  to  be  here  today  at  a 
historical  time  and  a  truly  transformational  moment  in  American  politics  and  the  world  economy. 

I  predict  to  you  that  a  variant  of  the  Hall-Rabushka  flat  tax  will  be  enacted  by  1997.  When 
passed,  it  will  be  substantially  as  currently  proposed  by  House  Majority  Leader  Rep.  Dick 
Armey.  And  upon  passage,  its  effect  will  be  twofold.  First,  it  will  rapidly  accelerate  America's 
progress  into  the  information  age,  with  an  advanced  participatory  democracy  and  a  sophisticated, 
knowledge-intensive  economy  to  match  our  technological  resources.  Second,  the  flat  tax  will 
make  America  the  small  business  citadel  of  the  world. 

These  are  tall  claims,  but  there  is  a  reason  why  I  make  them.  The  inevitability  of  the  flat  tax 
derives  from  the  huge  wave  of  popular  support  building  for  the  flat  tax  in  grassroots  America. 
The  American  people  have  been  hearing  about  the  flat  tax  for  nearly  fifteen  years  now.  The  idea 
has  always  struck  a  responsive  chord.  Kemp-Roth  struck  a  similar  chord  with  its  across-the- 
board  reduction  of  marginal  income  tax  rates,  but  even  at  its  height  with  the  Reagan  tax  cuts  of 
1981,  the  Kemp-Roth  proposal  never  reached  the  level  of  enthusiasm  the  flat  tax  has  already 
achieved.  Let  me  tell  you  the  magic  behind  this  in  one  word:  C-Span. 
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CNN,  C-Span.  talk  radio,  and  computer  networks  have  changed  the  way  we  conduct  American 
politics  forever.  People  around  America  now  expect  instant,  real-time  access  to  everything 
Members  of  Congress  do  and  say.  In  fact,  they  more  than  expect  this  --  they  demand  it.  The 
technology  now  exists  for  any  person  to  get  any  bill  at  any  time. 

Approximately  50,000  people  check  into  the  Library  of  Congress's  "Thomas"  site  on  the  World 
Wide  Web  every  day.  Approximately  1  million  sign  in  every  month.  Meanwhile,  about  600,000 
people  or  more  are  watching  C-Span  at  any  given  moment,  which  is  more  than  read  the  Wall 
Street  Journal  editorial  page  every  day.  And  1  need  not  try  to  impress  you  with  talk  radio 
audience  figtires  ~  except  to  point  out  to  you  that  a  major  component  of  the  talk  radio 
demographic  is  small  business  people.  Many  of  talk  radio's  most  devoted  listeners  are  educated 
professionals  who  may  work  at  home  -  accountants  or  computer  consultants,  for  instance  —  or 
small  business  people  who  listen  at  work  or  in  the  car.    And  do  not  think  of  talk  radio  as  low- 
tech:  it  is  a  live,  interactive  format  that  allows  a  host  to  discuss  the  specifics  of  any  bill  in  real 
time  as  it  comes  up  for  debate.    Rather,  think  of  talk  radio  as  the  ultimate  loophole  elimination 
system. 

During  every  previous  major  tax  reform,  small  business  voters  have  had  a  limited  role  to  play. 
They  were  out  in  Washington  State,  or  Indiana,  or  Ohio  —  what  used  to  be  called  "fly-over 
territory"  —  and  there  often  wasn't  much  they  could  do  about  a  tax  proposal  until  the  deal  was 
done.  Today,  we're  in  Raybum,  but  just  across  the  way  in  Longworth  there  is  the  infamous 
"Gucci  Gulch,"  where  high-priced  lobbyists  with  cell  phones  used  to  ~  in  fact,  still  do  ~  park 
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outside  the  Ways  and  Means  Committee  rooms  to  wheel  and  deal,  wheedle  and  whine  until  they 
get  what  they  want. 

By  extension,  people  sometimes  call  the  K  Street  and  Connecticut  Avenue  conidors  Gucci 
Gulch,  partly  because  of  the  fancy  shoe  stores  there  and  perhaps  even  more  because  of  the 
tremendous  concentration  of  power  and  access  in  just  a  few  city  blocks.  The  K  Street  lobbyists 
were  the  only  ones  with  the  time,  the  resources,  and  the  expertise  to  follow  complex  tax 
legislation  and  actively  pursue  their  clients'  interests.  In  way,  they  still  are  the  only  ones 
prepared  to  deal  with  a  complex  tax  code.  I  hate  to  tell  them  that  the  party's  over. 

Thanks  to  C-Span  and  other  information  channels,  the  American  public  has  discovered  it  can 
reasonably  expect  to  know  and  understand  what  is  in  every  single  bill  that  Congress  considers. 
The  public  has  also  become  cautious:  they  no  longer  believe  that  a  1,400-page  bill  labled 
"healthcare,"  "crime,"  or  "clean  air"  deals  with  those  topics.  Even  those  of  us  who  are  strong 
supporters  of  free  trade  wonder  what  could  possibly  be  in  a  20,000  page  GATT  treaty  or  a  multi- 
volume  compilation  of  NAFTA  documents.  Indeed,  no  matter  how  innocuous  one  fmds  the  first 
19,000  page,  the  remaining  1,000  could  still  shelter  any  number  of  nasty  surprises.  And  this  is 
the  public's  perception:  I  cite  you  the  infamous  library  at  Lamar  University,  or  the  Gil 
Wonkmeister  cartoon  in  which  the  White  House  staffer  decides  to  read  the  actual  bill  after  the 
health  care  battle  was  done.  "My  gosh,"  the  poor  fellow  says,  "If  s  a  good  thing  a  lot  of  this  stuff 
didn't  pass  after  all."    Thus,  despite  the  enormous  grassroots  pressure  that  does  exist  for  tax 
reform,  there  is  precisely  zero  chance  that  any  tax  reform  bill  which  is  not  a  flat  tax  and  not 
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immediately  comprehensible  to  the  ordinary  person  will  ever  pass. 

Go  home  to  your  districts  and  talk  about  your  constituents  about  the  flat  tax  --  one  flat  tax  on  all 
business  income  and  all  wage  income  over  a  personal  exemption.  (Just  to  reiterate  the  point,  1 
remind  you  that  the  flat  tax  taxes  all  income  at  the  source  -  no  exceptions.  The  business  tax  is 
more  than  just  the  corporate  income  tax  —  it  takes  a  piece  of  everything  that  doesn't  come  to  you 
as  wages.)  And  all  income  is  taxed  only  once  at  a  single  low  rate.  Even  if  people  aren't 
economists,  they  generally  understand  this.  But  the  argument  isn't  on  economics;  it  is  on 
fairness  and  reasonability.  People  like  the  flat  tax  because  "It  treats  everyone  the  same." 

I  can't  stress  this  point  enough.  People  like  the  flat  tax  because  it  applies  to  all  people  and  all 
transactions  equally.  There  are  no  shell  games  with  brackets,  deductions,  shelters  and  credits. 
There  are  no  different  layers  of  taxes  for  different  forms  of  legal  organizations.  The  transparency 
is  total.  Should  I  wish  to  know,  I  can  be  confident  that  I  SMl  know  how  much  Fortune  500 
Company  X  is  paying  in  taxes,  or  whether  my  rich  uncle  gets  special  breaks  I  don't.  My  access 
to  relevant  knowledge  and  information  is  complete.  Once  people  know  they  can  have  a  system 
this  open,  they  won't  accept  anything  less. 

I  have  told  you  all  of  this  in  the  way  of  an  overly  long  setup.  With  a  flat  tax  it  will  be  impossible 
for  the  partisans  of  big  government  to  play  a  divide-and-conquer  strategy  against  free  citizens. 
For  those  politicians  in  particular  whose  constituencies  depend  on  govermnent  spending  and  the 
maintenance  of  rent-preserving  regulatory  bureaucracy,  it  will  be  impossible  to  divide  the 
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business  community  between  small  and  large  business,  or  even  between  business  owners  and 
employees.  Tax  increases  will  be  equally  detectable  —  and  equally  noxious  —  to  all.  Moreover, 
politicians  cannot  use  the  leverage  a  complex  tax  code  gives  them  over  big  businesses  to  threaten 
a  tax  credit  or  exemption  in  order  to  gain  big  business  support  or  acquiescence  in  a  larger  tax 
increase  or  regulatory  power  grab.  Small  business  usually  comes  out  the  loser  in  these 
transactions.  Consider  the  Clinton  income  tax  increase:  roughly  80  percent  of  those  affected  by 
the  so-called  millionaire's  surtax  (a  tax  rate  of  J9.6  percent  or  higher  on  incomes  over  $200,000) 
were  S  Corporations,  partnerships  and  proprietors  —  essentially  business  owners  who  financed 
new  hires  and  new  investment  out  of  their  personal  income. 

Taxes  tend  to  go  up  whenever  there  is  the  slightest  debate  of  whether  the  tax  change  can  be 
considered  an  increase  or  not.  The  flat  tax  gives  an  absolutely  reliable  test  of  any  tax  increase. 
There  is  no  hiding  an  increase  in  the  rate.  This  means  that  a  flat  tax  combined  with  a 
supermajority  requirement  for  any  increase  ~  such  as  the  three-fifths  in  Barton  Amendment  or 
the  two-thirds  required  in  California  ~  gives  the  taxpayers  tremendous  power  to  understand, 
unite  against,  and  oppose  any  tax  increase,  if  they  deem  this  necessary,  and  demand  spending 
cuts  instead.  Taxpayers  also  have  tremendous  power  to  ratchet  the  size  of  government  down. 
And  a  large  body  of  empirical  evidence  now  indicates  that  smaller  government  consumption 
shares  of  GDP  correlate  with  higher  economic  growth.  Other  evidence  indicates  that  smaller 
businesses  flourish  in  an  environment  of  light  —  or  shall  we  say,  limited  but  effective  — 
regulation.  And  this  correlates  with  ordinary  experience:  How  many  high-tech  startups  has 
anyone  heard  of  in  highly  taxed,  highly  regulated  Germany  and  France? 
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Just  as  the  flat  tax  gives  ordinary  people  tremendous  power  to  check  growth  in  government,  it 
also  gives  them  the  ability  to  better  meinage  their  own  hves  and  become  entrepreneurs  of 
capitalists  themselves.  Since,  under  the  flat  tax,  income  is  taxed  only  once,  there  is  no  double 
taxation  of  savings  and  investment.  There  is  also  no  taxation  on  tranferring  an  investment  from 
one  form  to  another,  such  as  selling  a  home  to  fmance  a  small  business,  or  selling  a  small 
business  to  retire.  U.S.  investments  and  capital  markets  will  become  more  efficient,  and  the 
amount  of  risk  premium  necessary  to  justify  a  new  investment  will  be  lowered,  freeing  a  vast 
pool  of  capital  to  grow  and  fmance  small  startup  companies. 

Devolution  of  management  power  to  smaller  businesses  is  the  direction  in  which  the  American 
economy  is  heading.  As  Ways  and  Means  Committee  Chairman  Rep.  Bill  Archer  says,  "We  will 
always  need  big  corporations  to  do  big  jobs."  Big  corporations  are  becoming  leaner,  flattening 
out  their  organizational  charts,  and  spinning  functions  off  to  private  contractors  who  are  often 
former  employees.  More  and  more  people  are  working  out  of  their  homes,  or  out  of  small 
officers,  using  computers  and  communications  technology  to  work  with  others  in  intricate 
networks  that  suggest  the  distributed  processing  architecture  of  the  most  advanced  computing 
devices. 

On  an  industrial  standpoint,  the  decentralization  of  American  business  and  the  rise  of  small, 
entrepreneurial  firms  to  perform  sophisticated  tasks  means  the  American  economy  will  become 
more  adaptable  and  more  flexible  over  times.  My  good  fiiend  Ambassador  Dick  McCormack, 
former  Under  Secretary  of  State  for  Business  and  Economic  Affairs  and  a  tough  negotiator  with 
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the  Japanese  liked  to  point  this  out:  he  said  in  many  speeches  both  here  and  in  Asia  that  the 
definition  of  a  competitive  economy  is  one  that  can  instantly  shift  resources  to  where  they  are 
most  needed  and  which  can  adjust  immediately  to  capitalize  on  its  strengths.  Needless  to  say, 
our  strengths  at  this  time  are  knowledge,  technology,  and  innovation  ~  all  areas  in  which  small 
businesses  excel. 

But  from  a  social  and  political  standpoint,  there  are  even  more  desirable  effects  to  be  had  through 
making  more  capital  available  to  small  businesses,  and  allowing  these  businesses  to  flourish  in 
the  growth  economy  that  would  result  from  eliminating  the  horrific  inefficiencies  of  the  present 
tax  code.  Let  me  point  out  that  many  of  the  people  starting  small  businesses  are  middle-aged 
men  at  the  peak  of  their  abilities  who  have  been  forced  to  leave  large  businesses  after  a  career  in 
middle  management.  These  individuals  are  a  major  reservoir  of  America's  intellectual  capital 
and  entrepreneurial  skills.  Capital  for  small  business  being  scarce,  we  do  not  make  best  use  of 
them.  But  the  majority  of  entrepreneurs  starting  new  businesses  in  America  today  are  women, 
who  embark  on  new  careers  by  creating  entirely  new  fields  of  endeavor.  Still,  the  biggest 
winners  in  a  society-wide  transition  to  greater  prominence  for  family  businesses  are  families 
themselves.  The  family  firm  and  home  based  business  are  arguably  more  flexible  than  the 
corporate-industrial  model  for  employment  and  offer  parents  much  more  scope  to  interact  with 
their  children.    (Needless  to  say,  families  also  suffer  from  high  tax  burdens;  and  the  wages  of 
hourly  workers  could  be  much  improved  if  expensing  were  provided  for  investment  in  plant  and 
equipment,  as  the  Armey  plan  would  do.) 
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In  short,  we  are  moving  toward  a  freer  society  with  greater  opportunity  than  ever  before,  and  a 
greater  chance  for  ail  people  to  work  to  the  best  of  their  abilities,  to  accumulate  wealth,  to 
achieve  independence,  and  better  integrate  family  life  with  work.  Just  as  the  capital  intensive 
knowledge  economy  will  allow  Americans  to  achieve  unprecedented  levels  of  productivity,  even 
as  industrial  organization  becomes  less  hierarchical  and  more  decentralized,  so  the  political 
economy  of  knowledge  will  lead  to  radical  devolution  of  power  fh)m  Washington  and  K  Street  to 
states  and  communities.  But,  as  I  noted,  as  politics  become  more  horizontal,  they  will  become 
more  participatory.  People  will  insist  on  managing  their  own  affairs  because  they  will  have  less 
need  and  less  desire  to  rely  on  nineteenth  century  models  of  centralized  control. 

I  have  gone  on  at  length  to  give  you  some  idea  of  how  America  becomes  the  citadel  of  small 
business,  with  the  most  efficient,  most  decentralized  economy  imaginable.  Now,  how  do  we 
open  the  world  of  opportunities  I  mentioned?  Imagine  a  world  in  which  the  U.S.  economy  has  a 
tax  system  more  like  that  of  Hong  Kong  than  of  Sweden.  Imagine  a  worid  in  which  the  U.S. 
economy  is  freer,  less  regulated,  more  dynamic,  and  less  burdened  by  government  spending. 
Then  virtually  every  other  country  in  the  world  will  have  to  lower  its  marginal  tax  rates  and 
shrink  its  public  sector  to  compete  with  us.  In  the  resulting,  export-oriented,  global  economic 
boom,  I  am  confident  American  companies  small  and  large  will  reap  the  earnings  due  to  world 
leaders. 

In  closing,  let  me  reiterate:  the  flat  tax  which  passes  will  be  close  to  Armey's.  One  thing  the 
Majority  Leader  can  promise  us  in  1997  is  an  up-or-down  vote  on  a  clean  Armey  bill.  The  bill 
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will  pass  because  the  whole  world  will  be  watching  ~  not  just  in  Peoria,  or  Washington  state,  but 
in  Kuala  Luampur,  South  China,  Latin  America,  Australia  and  Europe.  That's  the  power  of  TV 
advertising.  Once  everyone  else  sees  our  flat  tax,  they  will  want  one  too. 
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Madame  Chairwoman  and  members  of  the  Subcommittee,  I  appreciate  the  opportunity  to 
testify  on  the  effects  of  a  flat  tax  on  small  business.  My  name  is  Daniel  J.  Mitchell,  and  I  serve 
as  the  McKenna  Senior  Fellow  in  Political  Economy  at  the  Heritage  Foundation.  I,  must 
emphasize,  however,  that  the  views  1  express  are  entirely  my  own,  and  should  not  be  construed 
as  representing  any  official  position  of  the  Heritage  Foundation. 

The  flaws  in  the  present  tax  code  are  too  nvmierous  to  list,  but  they  can  be  put  into  three 
broad  categories: 

♦  Marginal  tax  rates  are  too  high,  penalizing  productive  economic  behavior  and  undermining 
risk-taking,  wealth  creation,  and  entrepreneurship. 

♦  The  tax  code  is  needlessly  complex,  imposing  $150  billion-$200  billion  of  compliance  costs 
each  year  on  individual  and  business  taxpayers. 

♦  Capital  income  is  subject  to  as  many  as  four  levels  of  taxation,  depressing  the  savings  and 
investment  that  is  a  prerequisite  for  economic  growth  and  rising  wages. 

The  flat  tax,  more  specificjilly  the  Hall/Rabushka  proposal,  solves  all  three  of  these 
problems.  Under  Hall/Rabushka,  all  taxable  income  would  be  subject  to  a  low,  fair  rate  of  19 
percent.  The  mind-boggling  complexity  of  the  current  tax  code  would  be  swept  away  and 
replaced  by  two  postcard-sized  tax  forms,  one  for  individual  wage,  salary,  and  pension  income 
and  one  for  business  income.  Finally,  the  growth-stifling  multiple  taxation  of  capital  income 
would  cease,  ensuring  that  all  income  is  taxed  only  once. 

With  the  exception  of  tax  lawyers,  accountants,  financial  plaimers,  lobbyists,  and  others 
who  benefits  from  today's  complicated  system,  every  segment  of  the  economy  will  benefit  from 
a  flat  tax.  Small  business  clearly  will  be  among  the  v^^Imers.  In  p2irticular,  the  following  features 
of  a  Hall/Rabushka  flat  tax  should  be  especially  appealing: 

♦  Elimination  of  capital  gains  taxation  —  Although  most  small  businesses  are  not  incorporated, 
they  still  can  be  subjected  to  double  taxation  because  of  the  capital  gains  tax.  Eliminating 
this  tax  will  put  us  on  a  par  with  many  of  our  major  trading  partners  and  make  it  easier  for 
small  businesses  to  attract  capital. 

♦  Elimination  of  the  estate  tax  —  Small,  family-owned  businesses  can  be  devastated  by  the 
estate  tax,  which  confiscates  as  much  as  55  percent  of  the  value  of  an  estate  over  $600,000. 
Eliminating  this  grave-robbing  measure  will  allow  those  who  build  a  business  to  pass  it  on  to 
their  children. 
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♦  Simplicity  -  Research  conducted  by  the  Tax  Foundation  has  found  that  small  businesses  bear 
disproportionately  high  costs  of  compliance  compared  to  large  corporations.  Under  a  flat  tax, 
these  costs  would  fall  significantly. 

Small  businesses  would  also  benefit,  of  course,  from  the  faster  economic  growth  which 
would  follow  enactment  of  a  flat  tax.  I  should  point  out,  however,  that  the  flat  tax  is  not  a  free 
lunch.  It  does  not  eliminate  all  the  harmful  effects  of  taxation;  it  merely  reduces  them.  Indeed, 
there  are  specific  aspects  of  a  flat  tax  that  the  small  business  community  will  not  welcome.  I 
specifically  raise  these  issues  because  I  believe  all  objections  can  be  effectively  answered.  For 
instance: 

♦  Payroll  taxes  no  longer  would  be  deductible  for  the  employer.  In  the  short  run,  small 
businesses  will  see  this  as  an  added  burden,  but  almost  all  economists,  including  those  in  the 
Administration,  agree  that  this  cost  will  be  borne  by  the  employee  in  the  long-run. 
Incidentally,  in  the  faster-growth  economy  of  a  flat  tax  regime,  workers  will  be  better  off 
because  wage  increases  would  completely  offset  this  policy. 

♦  Fringe  benefits  no  longer  would  be  deductible.  Again,  this  may  be  seen  as  a  short-term 
added  burden,  but  it  is  really  an  issue  for  employees  since  they  are  the  ones  who  ultimately 
bear  this  cost.  In  the  long  run,  most  employees  presumably  will  find  it  advantageous  to  take 
compensation  in  the  form  of  cash  income  and  employers  will  clearly  have  little  reason  to 
object.  The  only  possible  exception  is  that  the  savings  of  group-based  health  insurance  may 
be  large  enough  that  employers  and  employees  would  bargain  to  maintain  that  benefit. 

♦  Finally,  there  are  certain  problems  which  will  exist  under  any  income  tax  system,  even  one  as 
simple  and  fair  as  a  flat  tax.  Businesses  and  tax  authorities  no  doubt  will  continue  to  fight 
over  what  is  a  business  expense  and  what  is  a  personal  expense.  Similarly,  a  flat  tax  may  not 
end  the  battle  over  home  offices. 

No  tax  system  is  perfect,  but  the  flat  tax  is  about  as  close  to  the  ideal  as  possible.  It  gets 
government  out  of  the  business  of  subsidizing  and  penalizing  different  segments  of  the  economy. 
It  dramatically  lowers  the  cost  of  compliance.  It  reduces  penalties  on  working,  saving,  and 
investment. 

Today,  many  Americans  feel  government  has  become  intrusive,  unfair,  and  arbitrary. 
Enactment  of  a  flat  tax  would  not  only  give  the  economy  a  big  boost,  it  would  also  alleviate 
some  of  these  concerns  by  replacing  the  current  tax  code  with  a  simple  and  fair  system  that  treats 
all  Americans  equally. 
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Tax  reform  along  the  lines  of  a  sample  flat  tax,  set  forth  in  Chapter  3  of  our  book.  The  Flat 
Tax,  2J Edition  (Stanford:  Hoover  Press,  1995),  and  which  provides  the  intellectual  foundations  for 
the  flat  tax  plans  introduced  by  Rep  Dick  Armey  and  Senator  Arlen  Specter,  among  others,  will 
influence  the  American  economy  profoundly  Improved  incentives  for  work,  entrepreneurial  activity 
and  capital  formation  will  substantially  raise  national  output  and  the  standard  of  living. 

STIMULUS  TO  GROWTH 

The  flat  tax  at  a  low,  uniform  rate  of  19  percent  will  improve  the  performance  of  the  US 
economy.  Improved  incentive  to  work  through  increased  take-home  wages  will  stimulate  work  effort 
and  raise  total  output  Rational  investment  incentives  will  raise  the  overall  level  of  investment  and 
channel  it  into  the  most  productive  areas  And  sharply  lower  taxation  of  entrepreneurial  effort  will 
enhance  this  most  critical  input  to  the  economy. 

Work  Effort 

About  two  thirds  of  taxpayers  today  enjoy  the  low  income  tax  rate  of  1 5  percent  enacted  in 
1986.  Under  the  flat  tax,  over  half  of  these  taxpayers  would  face  zero  tax  rates  because  their  total 
family  earnings  would  fall  short  of  the  exemption  amount  ($25,500  for  a  family  of  four)  The  others 
in  this  group  would  face  a  slight  increase  in  their  tax  rate  on  the  margin,  from  15  percent  to  19 
percent.  The  remaining  third  of  taxpayers  in  1991  were  taxed  at  rates  of  28  and  31  percent,  much 
higher  than  the  flat  rate  of  19  percent  And  the  addition  of  the  39  6  percent  bracket  in  1993  worsened 
incentives  further.  Heavily  taxed  people  earn  a  disproportionate  share  of  income:  In  1991,  58  percent 
of  all  earnings  were  taxed  at  rates  of  28  percent  or  higher  The  net  effect  of  the  flat  tax  with  marginal 
rates  of  zero  and  19  percent  would  be  a  dramatic  improvement  of  incentives  for  almost  everyone  who 
is  economically  active 

One  point  we  need  to  get  straight  at  the  very  start  is  that  a  family's  marginal  tax  rate 
determines  its  incentives  for  all  types  of  economic  activity.  There  is  much  confusion  on  this  point.  For 
example,  some  authors  have  written  that  married  women  face  a  special  disincentive  because  the 
marginal  tax  on  the  first  dollar  of  her  earnings  is  the  same  as  the  marginal  tax  on  the  last  dollar  of  her 
husband's  earnings.  It  is  true  that  incentives  to  work  for  a  woman  with  a  well-paid  husband  are 
seriously  eroded  by  high  tax  rates  But  so  are  her  husband's  incentives  What  matters  for  both  of  their 
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decisions  is  how  much  of  any  extra  dollar  of  earnings  they  will  keep  after  taxes.  Under  the  US 
income  tax,  with  joint  filing,  the  fraction  either  of  them  takes  home  after  taxes  is  always  the  same,  no 
matter  how  their  earnings  are  split  between  them 

Sheer  hours  of  work  make  up  one  of  the  most  important  dimensions  of  productive  effort,  and 
one  that  is  known  to  be  sensitive  to  incentives  At  first,  it  may  seem  difficult  for  people  to  alter  the 
amount  of  work  they  supply  to  the  economy.  Aren't  most  jobs  40  hours  a  week,  52  weeks  a  year?  It 
turns  out  that  only  a  fraction  of  the  work  force  is  restricted  in  that  way  Most  of  us  face  genuine 
decisions  about  how  much  to  work.  Teenagers  and  young  adults — in  effect  anyone  before  the 
responsibilities  of  parenthood — typically  work  much  less  than  full  time  for  the  full  year  Improving 
their  incentives  could  easily  make  them  switch  from  part-time  to  full-time  work  or  cause  them  to 
spend  less  time  taking  it  easy  between  jobs. 

Married  women  remain  one  of  the  largest  underutilized  resources  in  the  US  economy, 
although  a  growing  fraction  enters  the  labor  market  each  year  In  1993,  only  58  percent  of  all  women 
over  1 5  were  at  work  or  looking  for  work,  the  remaining  42  percent  were  spending  their  time  at 
home  or  in  school,  but  could  be  drawn  into  the  market  if  the  incentives  were  right  There  is  simply 
no  doubt  about  the  sensitivity  of  married  women  to  economic  incentives  Every  study  has  shown  a 
systematic  tendency  for  women  with  low  after-tax  wages  and  high  incomes  from  their  husbands  to 
work  very  little  Those  with  high  after-tax  wages  and  lower  incomes  work  a  lot  It  is  an  altogether 
reasonable  inference  that  sharply  reduced  marginal  tax  rates  on  married  women's-eamings  will  further 
stimulate  their  interest  in  the  market. 

Another  remarkable  source  of  unused  labor  power  in  the  United  States  is  men  who  have  taken 
early  retirement.  Although  92  percent  of  men  aged  25  to  54  are  in  the  labor  force,  only  65  percent 
of  those  from  55  to  64  are  at  work  or  looking  for  work — just  17  percent  of  those  over  65.  Again, 
retirement  is  very  much  a  matter  of  incentives  High  marginal  taxation  of  earnings  discourages  many 
perfectly  fit  men  from  continuing  to  work.  Because  mature  men  are  among  the  best  paid  in  the 
economy,  a  great  many  of  them  face  marginal  tax  rates  of  28,  36  or  even  40  percent.  Reduction  to 
a  uniform  19  percent  could  significantly  reduce  early  retirement  and  make  better  use  of  the  skills  of 
older  men. 

A  great  deal  of  effort  by  economists  has  been  devoted  to  measuring  the  potential  stimulus  to 
work  eflfort  from  tax  reform  The  consensus  from  this  body  of  research  is  that  all  groups  of  workers 
would  respond  to  the  flat  tax  by  raising  their  work  effort.  A  few  workers  would  reduce  their  hours, 
either  because  the  flat  rate  would  exceed  their  current  marginal  rate  or  because  the  reform  would  add 
so  much  to  their  incomes  that  they  would  feel  that  earning  was  less  urgent  But  the  great  majority 
would  face  much  improved  incentives.  The  smallest  responses  are  found  for  adult  men  and  the  largest 
for  married  women. 

For  the  switch  from  the  current  tax  law  to  our  proposed  flat  tax,  a  reasonable  projection,  in 
the  light  of  the  research  on  labor  supply,  is  an  increase  of  about  4  percent  in  total  hours  of  work  in 
the  US  economy  The  increase  of  4  percent  would  be  about  1  5  hours  per  week  on  the  average,  but 
would  take  the  form  of  second  jobs  for  some  workers,  more  weeks  of  work  per  year  for  others,  as 
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well  as  more  hours  per  week  for  those  working  part  time.  The  total  annual  output  of  goods  and 
services  in  the  US  economy  would  rise  by  about  3  percent,  or  almost  $200  billion.  That  is  nearly 
$750  per  person,  an  astonishing  sum  Of  course,  it  might  take  some  time  for  the  full  influence  of 
improved  incentives  to  have  their  effect  But  the  bottom  line  is  unambiguous:  tax  reform  would  have 
an  important  favorable  effect  on  total  work  effort 

Capital  Formation 

Economists  are  far  from  agreement  on  the  impact  of  tax  reform  on  investment.  As  we  have 
stressed  earlier,  the  existing  system  puts  heavy  tax  rates  on  business  income,  even  though  the  net 
revenue  from  the  system  is  small  These  rates  seriously  erode  investment  incentives.  Erratic 
investment  provisions  in  the  current  law  and  lax  enforcement  of  taxes  on  business  income  at  the 
personal  level,  however,  combine  to  limit  the  adverse  impact.  The  current  tax  system  subsidizes 
investment  through  tax-favored  entities  such  as  pension  funds,  while  it  taxes  capital  formation  heavily 
if  it  takes  the  form  of  new  businesses  The  result  has  been  to  sustain  capital  formation  at  reasonably 
high  levels  but  to  channel  the  investment  into  inefficient  uses 

The  most  important  structural  bias  of  the  existing  system  is  the  double  taxation  of  business 
income  earned  in  corporations  and  paid  out  to  shareholders  Double  taxation  dramatically  reduces 
the  incentive  to  create  new  businesses  in  risky  lines  where  debt  financing  is  not  available.  On  the  other 
side,  the  existing  system  places  no  current  tax  on  investments  that  can  be  financed  by  debt  and  where 
the  debt  is  held  by  pension  funds  or  other  nontaxed  entities.  The  result  is  a  huge  twist  in  incentives, 
away  from  entrepreneurial  activites  and  toward  safe,  debt-financed  activities. 

The  flat  tax  would  eliminate  the  harmful  twist  in  the  current  tax  system.  The  flat  tax  has  a 
single,  uniform  incentive  for  investment  of  all  types — businesses  would  treat  all  purchases  of  capital 
equipment  and  buildings  as  expenses.  As  we  noted  in  the  description  of  our  plan  in  Chapter  3, 
allowing  immediate  write-off  of  investment  is  the  ideal  investment  incentive  A  tax  system  that  taxes 
all  income  evenly  and  allows  expensing  of  investment  is  a  tax  on  consumption  Two  leading  public 
finance  economists,  Alan  Auerbach  and  Laurence  Kotlikoff,  estimated  that  the  use  of  a  flat-rate 
consumption  tax  in  place  of  an  income  tax  would  raise  the  ratio  of  capital  stock  to  GDP  from  5.0  to 
6.2.  Other  economists  are  less  optimistic  that  the  correction  of  the  double  taxation  of  saving  would 
provide  the  resources  for  this  large  an  increase  in  investment.  But  all  would  agree  that  there  would 
be  some  favorable  effect  on  capital  formation. 

In  terms  of  added  GDP,  the  increase  in  the  capital  stock  projected  by  Auerbach  and  Kotlikoff 
would  translate  into  6  percent  more  goods  and  services  Not  all  of  this  extra  growth  would  occur 
within  the  seven-year  span  we  are  looking  at.  But,  even  allowing  for  only  partial  attainment  in  seven 
years  and  for  a  possible  overstatement  in  their  work,  it  seems  reasonable  to  predict  a  2  to  4  percent 
increase  in  GDP  on  account  of  added  capital  formation  within  seven  years. 

Tax  reform  would  improve  the  productivity  of  capital  by  directing  investment  to  the  most 
productive  uses  Auerbach  has  demonstrated,  in  a  paper  published  by  the  Brookings  Institution,  that 
the  bias  of  the  current  tax  system  toward  equipment  and  away  from  structures  imposes  a  small  but 
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important  burden  on  the  economy  The  flat  tax  would  correct  this  bias  Auerbach  estimates  that  the 
correction  would  be  equivalent  to  a  3.2  percent  increase  in  the  capital  stock.  GNP  would  rise  on  this 
account  by  0  8  percent 


Entrepreneurial  Incentives  and  Effort 

U.S  economic  growth  has  slowed  in  the  past  decade,  and  surely  one  of  the  reasons  is  the 
confiscatory  taxation  of  successful  endeavors  and  the  tax  subsidy  for  safe,  nonentrepreneurial 
undertakings.  There  aren't  any  scholarly  studies  with  quantitative  conclusions  on  the  overall  benefits 
from  a  fundamental  shift,  but  they  could  be  large. 

Today's  tax  system  punishes  entrepreneurs  Part  of  the  trouble  comes  from  the  interest 
deduction  The  people  in  the  driver's  seat  in  the  capital  market,  where  money  is  loaned  and  borrowed, 
are  those  who  lend  out  money  on  behalf  of  institutions  and  those  individuals  who  have  figured  out 
how  to  avoid  paying  income  tax  on  their  interest  These  people  don't  like  insecure  loans  to  new 
businesses  based  on  great  new  ideas  They  do  like  lending  secured  to  readily  marketable  assets  by 
mortgages  or  similar  arrangements  It's  easy  to  borrow  from  a  pension  fund  to  build  an  apartment 
building,  buy  a  boxcar,  put  up  a  shopping  center,  or  anything  else  where  the  fund  can  foreclose  and 
sell  the  asset  in  case  the  borrower  defaults.  Funds  won't  lend  money  to  entrepreneurs  with  new  ideas, 
because  they  are  unable  to  evaluate  what  they  could  sell  off  in  case  of  a  default 

Entrepreneurs  can  and  do  raise  money  the  hard  way,  by  giving  equity  interests  to  investors. 
An  active  venture-capital  market  operates  for  exactly  this  purpose  But  the  cost  to  the  entrepreneur 
is  high — the  ownership  given  to  the  financial  backers  deprives  the  entrepreneur  of  the  full  gain  in  case 
things  work  out  well. 

So  far  we  have  just  described  the  harsh  reality  of  trying  to  get  other  people  to  put  money  into 
a  risky,  innovative  business  Even  with  the  best  tax  system,  or  no  taxes  at  all,  entrepreneurs  would 
not  be  able  to  borrow  with  ordinary  bonds  or  loans  and  thus  capture  the  entire  future  profits  of  a  new 
business.  Equity  participation  by  investors  is  a  fact  of  life.  But  it  is  the  perverse  tax  system  that  greatly 
worsens  the  incentives  for  entrepreneurs  The  combination  of  corporate  and  personal  taxation  of 
equity  investments  actually  is  close  to  confiscation.  The  owners  of  a  successful  new  business  are 
taxed  first  when  the  profits  flow  in,  at  34  percent,  and  again  when  the  returns  make  their  way  to  the 
entrepreneur  and  the  other  owners.  All  of  them  are  likely  to  be  in  the  40  percent  bracket  for  the 
personal  income  tax — the  combined  effective  tax  rate  is  close  to  60  percent  The  entrepreneur  first 
gives  a  large  piece  of  the  action  to  the  inactive  owners  who  put  up  the  capital,  and  then  surrenders 
well  over  half  of  the  remainder  to  the  government. 

Tlie  prospective  entrepreneur  will  likely  be  attracted  to  the  easier  life  of  the  investor  who  uses 
borrowed  money  How  much  easier  it  is  to  put  up  a  shopping  center,  borrow  from  a  pension  fund  or 
insurance  company,  and  deduct  everything  paid  to  the  inactive  investor. 
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Today's  absurd  system  taxes  entrepreneuriaJ  success  at  60  percent  while  it  actually  subsidizes 
some  leveraged  investments  Our  simple  tax  would  put  the  same  low  rate  on  both  activities  A  huge 
redirection  of  national  effort  would  follow.  And  the  redirection  could  only  be  good  for  national 
income  There  is  nothing  wrong  with  shopping  centers,  apartment  buildings,  airplanes,  boxcars, 
medical  equipment,  and  cattle,  but  tax  advantages  have  made  us  invest  far  too  much  in  them,  and  their 
contribution  to  income  is  correspondingly  low.  Real  growth  will  come  when  effort  and  capital  flow 
back  into  iruiovation  and  the  development  of  new  businesses,  the  areas  where  confiscatory  taxation 
has  discouraged  investment.  The  contribution  to  income  from  new  resources  will  be  correspondingly 
high. 

Total  Potential  Growth  from  Improved  Incentives 

We  project  a  3  percent  increase  in  output  from  increased  total  work  in  the  US  economy,  and 
an  additional  increment  to  total  output  of  3  percent  from  added  capital  formation  and  dramatically 
improved  entrepreneurial  incentives.  The  sum  of  6  percent  is  our  best  estimate  of  the  improvement 
in  real  incomes  afler  the  economy  has  had  seven  years  to  assimilate  the  changed  economic  conditions 
brought  about  by  the  simple  flat  tax  Both  the  amount  and  the  timing  are  conservative. 

Even  this  limited  claim  for  economic  improvement  represents  enormous  progress.  By  2002, 
it  would  mean  each  American  will  have  an  income  about  $1900  higher,  in  1995  dollars,  as  a 
consequence  of  tax  reform 

LIFE  IN  A  19  PERCENT  WORLD 

What  would  life  be  like  in  a  world  with  a  19  percent  flat  tax''  The  most  important  change  in 
our  behavior  is  that  we  would  spend  our  time  thinking  about  producing  goods  and  services  and 
improving  productivity  instead  of  remaining  obsessed  with  getting  advice  on  how  to  exploit  tax- 
advantaged  opportunities  With  40  percent  top  marginal  rates,  many  high-income  people  feel  that  they 
cannot  afford  to  reveal  any  significant  income  to  the  IRS.  They  put  great  effort  into  reducing  taxable 
income  and  diverting  their  incomes  to  tax-free  destinations.  At  40  cents  on  the  dollar,  dishonesty  is 
lucrative.  At  19  percent,  most  people  would  relax  Evasion  and  avoidance  are  far  less  profitable  at 
19  percent  than  at  40  percent.  Conversely,  keeping  81  cents  of  every  additional  dollar  of  income  is 
a  true  stimulus  to  produce  as  much  as  possible.  With  taxes  taking  no  more  than  19  cents  fi-om  each 
additional  dollar  at  every  income  level,  most  people  will  pursue  those  economic  activities  that  bring 
the  highest  return  and  the  most  satisfaction,  rather  than  the  ones  that  minimize  taxable  income 

Think  of  the  everyday  kinds  of  decisions  most  people  make  that  are  governed  by  a  steeply 
graduated  tax-rate  structure  Tickets  for  box  seats  at  baseball  stadiums,  club  memberships,  business 
travel,  company  cars,  and  a  host  of  other  business  outlays  that  incorporated  and  unincorporated  firms 
regularly  purchase,  would  now  cost  the  owners  of  that  business  81  cents  of  after-tax  income,  rather 
than  the  current  60  cents  Business  would  be  expected  to  run  a  tighter  ship  with  the  much  higher 
returns  that  a  1 9  percent  rate  affords  over  current  high  rates 
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Those  who  believe  that  life  would  grind  to  a  halt  with  the  loss  of  deductions  for  interest  and 
charitable  contributions  need  to  consider  how  they  would  alter  their  lives  the  morning  the  flat  tax 
took  effect  They  would  fire  their  lawyers  and  accountants  Instead,  they  would  seek  advice  and 
information  on  sound  economic  investments  Perhaps  most  important,  for  the  ordinary  working 
American,  the  19  percent  world  would  abolish  the  annual  nightmare  of  tax-return  preparation  in 
April  Both  Forms  I  and  2  could  be  filled  out  in  a  few  minutes  on  the  basis  of  records  that  everyone 
keeps  anyway. 

NOTES  AND  REFERENCES 

Data  on  labor  force  participation  are  from  table  A- 13,  Employment  Status  of  the  Civilian 
Noninstitutional  Population  by  Age,  Sex,  and  Race,  Employment  and  Earnings,  winter  1993/94 

On  taxes  and  labor  supply,  see  the  Journal  of  Human  Resources,  Special  Issue  on  Taxation 
and  Labor  Supply  25,  no  3  (summer  1990),  and  Jerry  Hausman,  "Taxes  and  Labor  Supply,"  in  Alan 
J.  Auerbach  and  Martin  Feldstein,  eds..  Handbook  of  Public  Economics,  vol.  1 ,  chap.  4  (Amsterdam: 
North  Holland,  1 985),  pp.  2 13-63 . 

On  the  effect  of  a  flat-rate  tax  on  capital  formation,  see  Alan  J  Auerbach,  Laurence  J. 
Kotlikoff,  and  Jonathan  Skinner,  "The  Efficiency  Gains  from  Dynamic  Tax  Reform,"  International 
Economic  Review  2^,  no  1  (February  1983):  8 1  - 1 00,  and  Auerbach  and  Kotlikoff,  Dywa/n/c  F/ica/ 
PoZ/cy  (Cambridge:  Cambridge  University  Press),  1987. 
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STATEMENT  OF  DR.  RICHARD  W.  RAHN  ON  BEHALF  OF  THE  BUSINESS 
LEADERSHIP  COUNCIL  ON  THE  IMPACT  OF  THE  FLAT  RATE  TAX  ON 
SMALL  BUSINESSES  BEFORE  THE  SUBCOMMITTEE  ON  TAXATION  AND 
FINANCE  OF  THE  COMMITTEE  ON  SMALL  BUSINESS  OF  THE  U.S.  HOUSE 
OF  REPRESENTATIVES,  MAY  18, 1995 

Madame  Chairman  and  Members  of  the  Committee,  thank  you  for  giving  me  tliis 
opportunity  to  testify  today  on  the  impact  of  the  flat  rate  tax  on  small  businesses.  As  a 
member  of  the  Board  of  Directors  of  the  Business  Leadership  Council,  I  am  testifying  on 
behalf  of  the  Council.  I  also  serve  as  President  of  the  Novecon  companies,  which  were 
established  to  create  and  operate  joint  ventures  in  the  former  Soviet  Union  and  Eastern 
Europe. 

INTRODUCTION 

Most  thoughtful  observers  understand  that  the  present  income  tax  system  is 
increasingly  dysftmctional  and  must  be  replaced.  The  rising  complexity  and  costs  of 
management  and  compliance  with  the  existing  tax  system  have  made  it  not  only  unfair 
but  increasingly  uneconomic.  The  present  income  tax  system  is  strongly  biased  against 
productive  saving  and  investment,  which  in  turn  has  sharply  reduced  our  rate  of  capital 
formation  and  hence  the  standard  of  living  for  most  Americans.  New  technologies,  such 
as  electronic  money  and  the  "smart  card",  will  make  the  existing  tax  system  increasingly 
easy  to  escape  for  those  who  so  choose.  Finally,  the  existing  system  is  intrusive,  subject 
to,  and  all  too  often  abused  by,  government  officials,  and  is  not  compatible  with  a  free 
society,  in  which  citizens  should  be  considered  innocent  until  proven  guilty  and  not  have 
to  fear  their  own  government. 

Thus,  the  question  should  now  be  with  what  to  replace  the  existing  income  tax 
and  how  much  money  should  the  new  system  raise.  We  cannot  properly  determine  what 
type  of  tax  system  we  should  have  until  we  determine  what  the  revenue  goals  for  the  new 
system  should  be. 

From  the  end  of  World  War  II  until  the  late  1970s,  there  was  a  common  belief  that 
our  economic  and  societal  ills  could  be  cured  by  increasing  the  role  of  government.  As  a 
result,  government  grew  larger  and  larger  both  in  absolute  and  relative  terms,  not  only  in 
the  United  States  but  in  much  of  the  rest  of  the  world.  Fair-minded  people  increasingly 
understood  that  the  Keynesian  economists  were  wrong,  and  that  distinguished 
economists,  such  as  Frederick  von  Hayek  and  Milton  Friedman,  had  both  a  better 
understanding  of  how  the  economy  operates  and  better  prescriptive  solutions.  They 
taught  us  that  beyond  a  certain  point  increasing  taxes,  government  spending  and 
regulations  did  more  to  reduce  the  social  welfare  than  to  increase  it.  The  increasingly 
widespread  recognition  that  government  could,  and  indeed  had  become 
counterproductive,  ushered  in  the  Reagan  revolution.  The  result  has  been  that 
government  taxation  and  spending  have  not  grown  relatively  over  the  past  twelve  years, 
even  though  regulation  has  continued  to  grow  in  both  relative  and  absolute  terms. 
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During  the  past  twenty  years,  serious  academic  work  has  been  done  on  the 
appropriate  size  of  government  not  only  for  the  United  States,  but  for  the  rest  of  the  world 
as  well.  The  empirical  evidence  that  govenunent  taxing,  spending,  and  regulation  is  well 
beyond  the  optimum  point  is  now  overwhelming,  and  all  Americans  are  suffering  as  a 
result.  Specifically,  we  now  know  that  the  social  welfare  and  economic  growth  would  be 
maximized  if  government  was  one-quarter  or  less  of  Gross  Domestic  Product,  as 
contrasted  with  the  present  more  than  one-third. 

Knowing  this,  it  makes  no  economic  or  political  sense  to  design  a  new  tax  system 
to  raise  as  much  money  on  a  static  revenue  basis  as  the  existing  system.  We  know  that  as 
we  downsize  government  in  relative  terms,  economic  growth  rates  will  increase.  We 
know  that  as  we  reduce  high  marginal  tax  rates  and  the  current  tax  bias  against  saving  and 
investment,  we  will  increase  the  supply  of  productive  labor  and  have  a  higher  level  of 
capital  formation,  which  will  lead  to  higher  rates  of  economic  growth. 

Because  the  majority  in  this  Congress  has  had  the  courage  to  develop  a  path  to  a 
balanced  budget  that  slows  the  rate  of  growth  of  government  spending,  the  federal 
government  share  of  GDP  should  fall  to  18%  by  2003.  History  tells  us  that  economic 
growth  will  increase  as  a  result.  This  means  that  you  can  generate  the  same  tax  revenue 
at  reduced  tax  rates.  At  the  same  time,  because  of  higher  growth,  there  will  be  fewer 
people  in  poverty,  thus  reducing  the  demands  on  government  assistance  programs,  and 
hence  government  spending. 

Fair  minded  people  understand  that  the  reason  you  wish  to  slow  the  growth  of 
government  spending  is  not  because  you  are  "mean  spirited"  or  "tools  of  the  rich".  It  is 
because  you  understand  that  a  smaller  govenunent  will  mean  that  most  Americans  and 
particularly  poor  Americans,  will  have  much  greater  opportunity  and  live  much  better.  It 
is  too  bad  that  some  in  the  media  cannot  distinguish  between  the  "name"  of  government 
programs  and  the  cost-effectiveness  of  these  programs.  Eliminating  a  government 
program  with  a  compassionate  name,  but  whose  cost  to  the  taxpayers  is  greater  than  the 
benefits  to  the  recipients,  is  the  compassionate  and  responsible  thing  to  do.  Because 
some  of  your  political  opponents  and  some  in  the  media  are  irresponsible  is  no  reason  for 
you  to  stoop  to  their  level.  For  America's  sake,  continue  to  have  courage. 

Unfortunately,  the  Congress  has  let  itself  get  trapped  by  budget  rules  that  make  no 
sense.  Again,  I  am  referring  to  the  requirement  of  "relatively  static"  revenue  estimates  for 
tax  and  spending  changes.  These  rules  make  no  economic  sense,  and  they  make  no 
political  sense,  now  that  a  majority  in  Congress  favors  economic  growth  and  opportunity 
over  static  redistributionism.  When  the  rule  makes  no  sense,  change  it.  (The  left  in  the 
media  and  their  academic  and  political  allies  will  scream;  but  the  American  people  vote 
on  performance,  not  on  arguments  about  whose  tax  forecast  model  is  correct.) 

The  reason  it  is  important  not  to  be  slaves  of  the  wrong  rule  is  that  the  current  rule 
will  force  you  to  have  higher  tax  rates  and  more  onerous  provisions  than  you  ought  to 
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with  the  flat  tax  proposal.  This  is  equally  true  for  consumption-based  income  tax  plans 
and  for  the  national  sales  tax  proposals.  Because  of  the  static  revenue  trap,  all  of  the 
proposed  plans  will  increase  taxes  on  some  sizable  portion  of  the  population,  including 
certain  types  of  small  businesses,  thus  causing  unnecessary  hardship  and  political 
opposition. 

There  are  three  politically  viable  and  economically  sound  alternatives  that  could 
replace  the  existing  income  tax:  a  so-called  consumed  income  or  cash  flow  tax  (Nunn- 
Domenici),  a  national  sales  tax,  and  a  flat  rate  income  tax  (Armey.) 

Even  though  all  of  the  major  proposals  for  a  replacement  tax  are  vastly  superior  to 
the  existing  tax  system,  none  are  perfect,  and  all  will  have  problems  in  the  transition 
period.  These  problems  can  largely  be  mitigated  by  reducing  the  maximum  marginal  tax 
rate  from  that  which  their  proponents  are  proposing.  This  can  be  done  responsibly,  by 
further  reducing  the  growth  in  spending  so  that  eventually  all  levels  of  government  are 
absorbing  less  than  25%  of  GDP  (please  see  the  chart  at  the  back  of  this  testimony). 
TTiis  would  entail  reducing  federal  spending  into  the  neighborhood  of  15-17%.  In  effect, 
virtually  all  businesses  and  individuals  would  be  getting  a  "tax  cut",  thus  mitigating  their 
political  opposition  and  reducing  the  impediments  to  work,  saving,  and  investment.  The 
higher  economic  growth  engendered  by  the  spending  growth  reductions  and  the  less 
destructive  tax  system  is  likely  to  increase  the  absolute  revenues  for  government  to  spend. 

For  the  fiill  benefits  to  occur  of  any  of  the  income  tax  replacement  plans  now 
being  discussed,  they  must  be  accompanied  by  drastic  changes  in  the  operations  of  the 
IRS.  The  necessary  restricting  of  the  IRS'  ability  to  take  actions  without  first  proving 
willfiil  wrongdoing,  and  greatly  reducing  the  paperwork  and  documentation  the  IRS  can 
require  will  indeed  cause  some  revenue  loss,  but  it  is  a  small  price  to  pay  for  a  free 
society.  A  national  sales  tax  ought  not  to  be  enacted  without  the  repeal  of  the  16th 
Amendment,  because  without  such  a  repeal  there  is  a  great  danger  that  some  future 
Congress  will  inflict  on  us  both  an  income  tax  and  a  sales  tax.  At  the  same  time,  a  flat  tax 
ought  not  be  enacted  without  the  Congress  curtailing  the  IRS. 

THE  FLAT  TAX 

Given  that  you  have  been  provided  with  a  considerable  amount  of  information  on 
the  flat  tax  proposals,  I  will  just  briefly  summarize  their  advantages,  then  discuss  a  couple 
of  problems  with  the  proposals,  and  finally  suggest  cures. 

The  Armey  type  of  flat  tax  has  many  advantages  over  the  existing  tax  system. 
The  main  advantages  are  that  it  would  eliminate  the  double  taxation  of  savings  and 
investment;  greatly  reduce  disincentives  for  productive  activity  because  of  its  rate 
reduction;  greatly  reduce  the  time  and  cost  of  compliance  because  of  its  simplicity;  would 
be  perceived  from  a  political  standpoint  as  being  fairer  because  of  its  flat  rate;  and  would 
be  highly  progressive,  because  of  the  large  exemption  and  the  shifting  of  the  tax  burden 
to  the  owners  of  business.  All  of  the  above  advantages  would  cause  the  economy  to  grow 
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more  rapidly,  thus  bettering  the  lives  of  the  great  majority  of  the  people,  particularly  low 
income  people. 

By  reducing  marginal  tax  rates  and  greatly  simplifying  the  tax  system  for  most 
small  business  tax  payers,  the  flat  tax  will  significantly  reduce  the  existing  tax  bias 
against  work,  saving,  and  investment.  This  is  turn  will  increase  the  rate  of  economic 
growth  and,  other  things  being  equal,  reduce  poverty  and  increase  the  well  being  of  most 
Americans.  The  flat  tax  should  reduce  the  tax  burden  for  most  small  businesses  but  there 
are  exceptions,  which  are  described  below. 

There  are  problems  with  the  flat  tax,  as  currently  defined.  It  could  have 
unintended  consequences  on  some  types  of  small  businesses,  particularly  during  the 
transition. 

The  flat  tax  also  relies  on  several  accounting  devices  and  mathematical 
equivalencies  at  the  business  level  in  an  effort  to  incorporate  the  entire  economic  value  of 
the  wage  bill  into  the  income  tax  base.  The  ultimate  objective  is  to  leave  businesses  as 
shells  through  which  all  tax  consequences  flow  to  individual  workers  and  owners. 

Flat  tax  proponents  have  a  general  notion  of  how  such  a  simulated  consumption 
tax  will  affect  businesses,  but  there  needs  to  be  more  examination  of  what  these  general 
notions  will  mean  in  specific  cases.  As  a  general  proposition,  flat  tax  advocates  contend 
that  over  the  long  run,  expanding  businesses  will  do  better  under  a  flat  tax  and  that 
contracting  businesses  will  do  worse.  In  general,  capital-intensive  manufacturing 
companies  will  tend  to  benefit  from  a  flat  tax.  What  about  more  labor-intensive  and 
information-centered  service  sector  firms? 

In  considering  these  questions,  it  becomes  apparent  that  in  the  process  of  so 
completely  altering  the  tax  base,  the  flat  tax  will  produce  wild  swings  in  tax  liability 
among  taxpayers.  Most  imsettling  to  business  owners  is  the  divergence  that  will  emerge 
between  the  tax  base  of  a  business  under  the  flat  tax  and  the  generally  accepted 
accounting  concept  of  its  net  profit/loss.  In  some  instances,  it  appears  that  the  flat  tax 
drives  a  wedge  between  profits  and  taxable  income  and  consequently  may  impose  quite 
large  tax  liabilities  on  marginally  profitable  firms  or  even  on  firms  operating  at  a  loss. 

HOW  THE  FLAT  TAX  COULD  ADVERSELY  EFFECT  A  SMALL  BUSINESS 
AND  WHAT  TO  DO  ABOUT  IT 

The  following  is  a  sim.ple  analysis  of  a  small  service  business  based  upon  a 
composite  chain  restaurant  example.  It  is  impwrtant  to  note  that  the  analysis  does  not 
purport  to  predict  the  dynamic  outcome  after  all  businesses  adapt  their  behavior  to  the  flat 
tax.  What  the  analysis  provides  is  a  forecast  of  turbulence  that  may  be  raised  by  the  flat 
tax  during  the  adjustment  process. 
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Business  firms  would  pay  the  same  rate  as  individuals  under  most  versions  of  the 
flat  tax.  In  general,  the  business  tax  base  would  consist  of  total  business  receipts,  less 
cash  wages,  and  purchases  of  goods,  services,  and  materials  used  in  the  business,  as  well 
as  all  capital  equipment.  The  treatment  of  purchases  of  capital  goods  means  that  firms 
would  be  allowed  to  expense  all  investment  in  plant  and  equipment  with  unlimited  carry- 
forward capability.  (In  reality,  for  most  small,  service-sector  businesses,  this  situation 
will  amount  to  the  equivalent  of  annually  depreciating  plant  and  equipment.  Rather  than 
being  determined  by  a  depreciation  schedule,  each  year's  "expense  allowance"  will 
consist  of  new  purchases  of  equipment,  plus  any  expensing  carried  forward  from  previous 
years.) 

The  source  of  the  greatest  potential  upheaval  for  small,  service-sector  businesses 
under  a  flat  tax  is  the  treatment  of  interest,  taxes  and  employee  benefits,  including 
employers'  pension  contributions.  Under  most  flat  tax  proposals,  businesses  subtract  all 
allowable  expenses  from  their  total  sales  and  pay  a  flat-rate  tax  on  the  difference.  Interest 
paid  to  financial  institutions,  payroll  taxes,  unemployment  taxes,  workman's 
compensation,  licenses  and  fees,  property  taxes  and  other  indirect  taxes  and  all  employer- 
provided  employee  benefits  (including  pension  contributions)  are  not  allowable  expenses. 

Consider  the  following  hypothetical  restaurant.  Sales  are  $2.5  million.  Net  profit 
equals  3%  of  sales,  or  $75,000.  Interest  paid  on  bank  loans,  lines  of  credit  and  so  forth 
amounts  to  0.3%  of  sales  ($7,500).  Employer's  PICA  taxes,  workman's  compensation 
and  unemployment  taxes  combined  eqvial  4.0%  of  sales  ($100,000).  Assorted  licenses 
and  fees  equal  0.5%  of  sales  ($12,000).  Employee  benefits  (all  health  insurance,  no 
pension  benefits)  equal  0.8%  of  sales  ($20,000).  Non-labor  related  state  and  local  taxes 
(primarily  property  taxes)  equal  0.5%  of  sales  ($12,500).  Allowable  expenses  equal 
$2,272,500  (90.9%  of  sales).  Assume  the  restaurant  has  been  operating  for  four  years  and 
has  already  expensed  its  equipment  in  which  it  invested  $300,000. 

Under  the  current  system,  most  restaurants  are  structured  as  sole  proprietorships, 
limited  partnerships  or  subchapter  S  corporations.  Thus,  the  fijin  pays  no  income  tax  and 
any  profits/losses  automatically  flow  through  the  owners,  whether  or  not  there  is  an  actual 
distribution.  Consider  a  typical  situation  under  the  current  system.  Suppose  the 
restaurant  is  structured  as  a  subchapter  S  corporation  and  the  owner  works  at  the 
restaurant  and  takes  $50,000  in  salary  for  his  combined  role  as  company  bookkeeper  and 
General  Manager.  He  takes  the  $75,000  profit  as  dividend  income  which  flows  through 
directly  to  him  as  an  individual.  Assume  he  has  two  childj  an  and  itemized  deductions  of 
$25,000  so  that  his  taxable  income  is  $90,000.  His  tax  amounts  to  $20,780  ($34,000  at 
15%  and  $56,000  at  28%). 

Under  the  flat  tax  the  situation  is  somewhat  more  complicated  since  both  the 
individual  owner  and  the  firm  will  have  tax  liability.  In  this  case,  the  restaurant's  taxable 
income  is  $2,500,000  minus  $2,272,500  equals  $227,500.  Since  dividend  distributions 
are  not  deductible  to  the  firm  under  the  flat  tax,  the  business  could  not  reduce  its  taxable 
income  by  distributing  all  or  parts  of  its  profits.     At  a  17%  tax  rate  therefore,  the 
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restaurant  would  pay  $38,675  in  federal  income  taxe^on  a  net  profit  of  $75,000  for  an 
effective  tax  rate  of  51.6%  when  measured  against  book  profit.  Meanwhile,  the  owner 
pays  personal  income  taxes  of  $2,244  (a  taxable  income  of  $50,000  minus  his  personal 
exemptions  under  the  flat  tax  [$26,200  for  him  and  his  wife  and  $5,300  for  each  child]  = 
$13,200  at  17%).  The  owner  bears  a  combined  tax  burden  of  $38,675  +  $2,244  = 
$40,919,  i.e.,  $20,139  more  than  (or  about  twice)  what  he  owes  under  the  current  system. 

This  example  makes  it  immediately  clear  how  the  flat  tax  opens  a  large  gap 
between  book  profit,  as  familiarly  defined  under  generally  accepted  accounting  principles 
(GAAP)  ($75,000  in  this  case),  and  taxable  income,  as  defined  under  the  Flat  Tax  Code 
($227,500  in  this  case).  In  the  best-case  scenario  fi-om  the  business'  perspective,  all  of 
the  book  profits  (amounting  to  only  one-third  of  the  firm's  taxable  income)  actually  will 
accumulate  in  year-end  cash  balances,  which  will  permit  the  firm  to  pay  its  taxes  and 
have  $34,081  [$75,000  -  $40,919]  left  to  distribute  and/or  put  back  into  the  business. 

In  more  likely  situations,  especially  where  firms  are  in  the  process  of  repaying 
substantial  debt  principle,  not  all  book  profit  will  translate  into  increased  cash  balances. 
If,  for  example,  the  restaurant  in  question  had  principle  repayments  equal  to  $2,000  a 
month,  its  federal  income  taxes  would  consume  80%  of  its  positive  cash  flow.  This 
example  also  makes  it  easy  to  see  how  a  less  profitable  firm  and/or  one  with  heavier  debt 
service  could  actually  operate  at  a  loss,  or  at  least  experience  negligible  or  negative  cash 
flow  and  still  face  a  larger  federal  income  tax  burden. 

The  examples  used  above  are  not  contrived.  Although  they  do  not  necessarily 
correspond  to  one  specific  real-world  establishment,  they  are  drawn  fi-om  real  world 
businesses  and  comprise  a  composite  of  numerous  real  restaurant  operations  nation-wide. 
Clearly,  the  examples  are  not  dispositive  of  how  the  flat  tax  would  affect  individuals  and 
businesses  in  general.  The  examples  do,  however,  indicate  the  types  of  wild  swings  in 
tax  liability  that  are  likely  to  result. 

These  problems  could  be  partially  mitigated  by  reducing  the  flat  tax  rate  to  a  rate 
no  greater  than  15%,  as  was  discussed  in  the  earlier  part  of  the  testimony.  In  addition, 
consideration  should  be  given  to  allowing  deductions  for  government  imposed  taxes,  such 
as  payroll  taxes,  unemployment  taxes,  workman's  compensation,  licenses  and  fees,  and 
property  taxes.  Finally,  interest  paid  to  financial  institutions  should  continue  to  be 
deductible  for  part  of  the  transition. 

OTHER  ISSUES 

Another  problem  if  the  flat  rate  is  set  at  17%  or  19%  is  that  some  people  now  at 
the  15%  bracket  could  see  their  marginal  tax  rates  rise  to  17%  or  19%.  Again,  if  the 
proposal  is  modified  so  that  the  rate  is  no  higher  than  15%,  this  problem  disappears. 

A  number  of  people  who  receive  all  their  income  fi-om  interest  and  dividends  will 
pay  no  tax  even  though  they  are  rather  wealthy.  The  fact  is  they  have  already  paid  the  tax 
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on  the  income  used  to  generate  the  interest  and  dividends,  but  it  will  take  a  considerable 
amount  of  explanation  and  education  for  most  f)eople  to  understand  and  appreciate  the 
reasons.  This  will  be  a  formidable  task,  given  the  incentives  for  the  opposition  to  be 
demagogic  on  the  issue. 

Finally,  there  is  a  great  danger  that  the  IRS  will  try  to  redefine  interest,  dividends, 
and  capital  gains  income  as  salary  income.  Without  strict  prohibitions  on  the  right  and 
ability  of  the  IRS  to  do  so,  we  could  end  up  with  an  even  more  intrusive  tax  system. 

FURTHER  DISCUSSION  ON  THE  APPROPRIATE  SIZE  OF  GOVERNMENT 

It  is  a  curious  fact  that  the  intellectual  rationale  behind  most  of  the  destructive 
actions  of  world  leaders  in  this  century  stemmed  from  the  ideas  of  three  distinct  groups 
all  writing  in  the  vicinity  of  London  -  the  Marxists,  the  Fabian  Socialists,  and  the 
Keynesians.  The  authors  of  these  ideologies  were  not  personally  violent,  and  only  the 
disciples  of  Marx  advocated  violence.  Yet  it  is  now  unambiguously  clear,  not  only  that 
the  Marxists  added  to  the  human  misery  of  the  20th  century,  but  also  the  Socialists  and 
even  the  Keynesians  unintentionally  added  to  the  misery  to  a  lesser  degree.  The  "fatal 
conceit",  as  Hayek  put  it,  of  all  three  schools  of  thought  was  the  failure  to  imderstand  the 
limits  of  government  to  do  good  rather  than  harm. 

Fortunately,  the  nightmare  of  the  big  government  Utopians  is  behind  us. 
Communism  as  a  credible  economic  system  had  rotted  away  years  before  the  "Berlin 
wall"  which  protected  its  collapse.  Margaret  Thatcher  and  Ronald  Reagan  ended  what 
remaining  political  respectability  the  Keynesians  had,  as  evidenced  by  "new  Democrat" 
Bill  Clinton  calling  for  smaller  government.  The  final  obituary  of  intellectual  statism  as 
an  attractive,  all  encompassing  political  idea  occurred  on  April  29,  1995  when  the  British 
Labour  Party  (the  world's  longest  running  major  socialist  party)  formally  voted  to  drop  its 
77  year  old  commitment  to  nationalized  industry. 

Despite  the  fact  that  macroeconomic  statism  is  a  spent  intellectual  force,  its 
microeconomic  adherents,  such  as  the  extreme  environmentalists,  social  and  economic 
regulators,  and  the  do-gooders  who  believe  in  doing  good  with  other  peoples"  money  are 
alive  and  well.  Thus,  the  dilemma  for  the  world's  politicians:  big  government  is  rightly 
despised,  but  the  intellectual  rationale  for  its  dismemberment  has  only  partially  been 
understood. 

This  political  conundrum  can  be  seen  in  the  U.S.  at  the  moment.  Thoughtfiil 
people  increasingly  understand  that  the  income  tax  is  increasingly  dysfunctional  and 
needs  to  be  replaced.  Both  a  "flat  tax"  and  forms  of  a  "sales  tax"  are  advocated  as  a 
replacement.  The  microeconomic  statists  have  demanded  that  the  replacement  tax  bring 
in  as  much  revenue  as  the  existing  income  tax  on  a  static  basis.  Too  many  of  the 
replacement  tax  advocates  have  acquiesced  to  this  demand,  which  puts  them  in  an  almost 
impossible  political  position,  because  the  replacement  tax  under  these  conditions  merely 
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shifts  the  tax  burden,  thus  creating  a  whole  new  set  of  winners  and  losers.  The  losers  will 
always  be  more  vocal  than  the  winners,  and  hence  fundamental  tax  reform  becomes  a 
political  impossibility. 

The  way  out  of  the  dilemma  is  to  go  back  to  basics.  We  now  know  that  most 
governments  in  the  world,  including  the  U.S.,  Canada,  Japan,  and  all  of  those  in  Western 
Europe,  are  too  large  to  maximize  the  social  welfare.  If  government  is  too  big,  a  new  tax 
structure  ought  to  be  designed  to  be  the  most  efficient  one  for  the  "correct"  size  of 
government,  not  for  a  government  that  is  too  big.  The  new  tax  structure  ought  not  to 
provide  as  much  revenue  on  a  "static"  basis  as  the  existing  tax  structure,  but  in  fact  may 
well  provide  more  revenue  on  a  "dynamic"  basis  over  the  long  run.  Viewed  this  way, 
ftmdamental  tax  reform  is  politically  possible  because  there  will  be  more  "wiimers"  than 
"losers"  under  the  new  tax  system. 

In  the  years  after  World  War  II,  it  became  the  conventional  wisdom  among  the 
new  generation  of  economists  and  their  political  and  media  followers,  that  increasing  the 
relative  size  of  government  would  lead  to  higher  and  higher  levels  of  prosperity.  The 
politicians  became  particularly  fond  of  the  Keynesian  school  because  it  gave  them  a 
rationale  for  increasing  taxes  and  spending  other  peoples'  money  on  their  favored 
constituents.  However,  by  the  early  1970s,  it  became  evident  that  the  model  was  not 
working  according  to  plan.  Rates  of  capital  formation  and  subsequently,  economic 
growth  fell  in  the  U.S.  and  much  of  Westem  Europe,  with  a  subsequent  rise  in 
imemployment  levels. 

By  the  early  1980s,  it  was  evident  that  the  low-govemment  sector  economies  of 
some  of  the  Southeast  Asian  countries  were  growing  at  much  higher  rates  than  had  been 
thought  possible,  while  growth  in  a  number  of  the  high-government  sector  economies 
was  anemic  at  best.  As  a  result,  a  number  of  economic  researchers  began  looking  at  the 
relationship  between  the  size  of  government  and  economic  growth.  Rather  than  the 
relationship  being  positive  as  was  the  conventional  view,  studies  increasingly  showed 
negative  relationships.  In  an  attempt  to  obtain  an  understanding  as  to  what  the  optimimi 
size  of  government  might  be  (e.g.  that  which  maximizes  economic  growth),  several  of  us 
who  were  economists  with  the  U.S.  Chamber  of  Commerce  at  that  time  (1986),  analyzed 
the  relationship  between  rates  of  economic  growth  and  government  spending  as  a 
percentage  of  GNP  for  twenty-two  countries  for  which  there  was  adequate  data.  We 
found  that  slow  downs  in  the  rate  of  economic  growth  were  significantly  correlated  with 
the  growth  in  the  government  share  of  GNP.  Our  best  estimate,  given  the  data,  was  that 
government  maximized  economic  growth  when  it  was  between  fifteen  and  twenty-five 
percent  of  GNP. 

In  the  years  since,  many  more  studies  using  both  much  more  extensive  time  series 
and  cross  sectional  data  than  we  did  in  our  work  have  been  completed.  The  conclusions 
of  these  subsequent  studies  have  both  confirmed  our  early  work  and  been  more  precise. 
For  instance,  in  November  1994,  the  distinguished  economist  Gerald  W.  Scully,  produced 
a  study  for  the  National  Center  for  Policy  Analysis,  in  which  he  concluded  that:  "to 
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maximize  economic  growth,  the  average  rate  for  federal,  state,  and  local  taxes  combined 
should  be  between  21.5%  and  22.9%  of  gross  national  product".  (Currently  in  the  US, 
total  government  taxation  is  approximately  31%  of  GDP  and  spending  is  approximately 
34%  of  GDP).  Scully  also  concluded  that  if  the  tax  burden  had  been  at  the  optimal  level, 
economic  growth  would  have  averaged  about  two  percent  higher  per  year,  and  the 
"average  American  family  would  have  had  twice  as  much  real  income  today  as  it  actually 
has".  Finally,  he  concluded  that  given  the  much  higher  rate  of  economic  growth,  even 
with  the  lower  tax  rate  "government  at  all  levels  would  have  collected  $1 1.6  trillion  more 
in  taxes"  since  1949. 

It  should  not  be  surprising  that  growth  m  government  at  some  point  begins  to 
have  negative  rather  than  positive  returns.  Too  little  government  can  also  reduce  growth. 
Government  needs  to  spend  enough  for  basic  law  and  order,  for  the  national  defense,  to 
enforce  private  contracts,  and  for  basic  public  health  and  education.  However,  all 
government  spending  entails  extracting  wealth  from  the  private  sector  either  by  taxing  or 
borrowing.  The  larger  government  spending  becomes,  the  more  severe  these  extraction 
costs  become.  The  costs  of  borrowing  crowd  out  private  sector  investment,  reducing 
production,  capital  formation,  and  economic  growth.  High  tax  rates  reduce  the  incentives 
to  work,  save,  and  invest,  and  involve  ever-increasing  rates  of  both  public  and  private 
compliance  and  collection  costs.  Finally,  most  public  spending  is  less  efficient  than 
private  spending,  both  because  it  often  misallocates  resources  and  because  the  incentives 
for  effective  cost  control  are  far  less  than  with  private  sector  spending.  Government 
spending  programs  tend  to  develop  their  own  constituency  groups,  and  thus  the  political 
pressures  to  increase  spending  on  the  program  have  less  and  less  to  do  with  the  general 
welfare.  It  is  an  age  old  problem,  because  there  is  a  concentration  of  benefits  of  any 
government  spending  program,  but  a  dispersion  of  costs  throughout  the  population,  thus 
creating  a  bias  for  higher  than  desirable  levels  of  spending. 

We  now  know  that  if  government  took  one-quarter  or  less  from  the  private  sector, 
rather  than  the  current  one-third,  we  would  be  far  richer  as  a  nation,  with  higher  levels  of 
employment  and  much  lower  levels  of  poverty.  We  also  know  that  high  tax  rates  and 
high  levels  of  taxation  are  counterproductive.  (It  is  worth  noting  that  despite  huge 
changes  in  our  tax  rate  structure  over  the  past  35  years,  the  Federal  government  tax 
collections  as  a  percent  of  GDP  have  remained  remarkably  constant  at  about  18.8%, 
never  varying  by  more  than  +  or  - 1.4  %  since  1960.) 

The  optimal  size  of  government  depends  somewhat  on  the  structure  of 
government  spending.  The  empirical  evidence  shows  that  defense  spending,  spending  on 
goods  and  services,  and  infrastructure  has  modest  negative  returns,  largely  because  of  the 
inefficiency  of  the  government  procurement  and  management  processes.  Income 
maintenance  and  redistribution  programs  tend  to  have  severe  negative  returns  because  of 
the  work  disincentives  that  typically  are  embodied  in  these  programs,  plus  the  inefficient 
and  weak  management. 
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It  is  now  unambiguously  clear  that  we  should  bring  total  government  spending 
down  approximately  ten  percentage  points  from  34%  to  24%  of  GDP,  if  we  are  to 
maximize  the  social  welfare,  opportunity,  and  freedom  of  our  citizens.  At  least  two- 
thirds  of  this  reduction  should  come  from  Federal  spending.  Such  a  reduction  will  require 
eliminating  most  counter-productive  spending  programs  and  changing  Social  Security 
and  Medicare  into  true  annuity  and  insurance  programs. 

The  cold  war  is  over,  the  socialists  and  Keynesians  have  entered  the  intellectual 
junk  pile  of  history,  but  we  are  not  yet  free  of  microeconomic  statists  and  political 
plunderers.  Our  freedom  and  prosperity  will  only  be  assured  when  the  citizenry 
understands  that  we  must  limit  government  and  requires  the  politicians  to  do  so.  The 
revolution  is  not  yet  won;  only  the  begirming  battles  have  been  fought. 

THE  IRS  AND  TECHNOLOGICAL  PROGRESS 

Death  and  taxes  are  among  life's  certainties.  Far  less  common,  but  much  more 
enjoyable  to  contemplate,  is  the  death  of  tax. 

In  fact,  a  little  known  technology  may  be  about  to  accomplish  what  generations  of 
Americans  have  joked  and  dreamed  about  -  the  annihilation  of  the  existing  income  tax. 
But  now  it  is  becoming  possible,  and  perhaps  even  necessary. 

The  income  tax  discriminates  against  savings  and  investment.  Economic  growth 
and  job  creation  are  penalized.  As  the  tax  system  grows  even  more  complex,  and  changes 
pile  up  on  changes,  the  cost  of  compliance  grows  even  more  rapidly,  becoming  an 
unalloyed  economic  dead  weight. 

Think  of  the  resources  that  would  be  freed,  and  the  human  happiness  that  would 
occur,  if  all  the  tax  lawyers  and  accountants  were  put  to  work  doing  something  useful. 
Think  of  all  the  gains  to  taxpayers  once  they  were  freed  from  the  burden  of  compliance. 

The  cost  is  more  than  economic.  The  complexity  of  the  system  also  causes  fear. 
One  rarely  knows  what  the  proper  tax  liability  is.  For  most  large  businesses  and  many 
individuals,  the  only  thing  they  know  for  certain  is  the  amount  they  paid  is  wrong.  And 
though  the  media  reports  every  April  of  leading  accounting  firms  and  IRS  offices  each 
calculating  a  different  liability  from  the  same  data  may  be  amusing,  the  reality  is 
otherwise.  Each  year,  the  IRS  tries  to  send  people  to  jail  for  not  determining  a  liability 
that  is,  by  the  very  nature  of  the  system,  almost  impossible  to  calculate. 

For  centuries,  people  have  paid  their  bills,  and  received  their  income  by  cash  or 
check.  These  costly  methods  of  payment  may  be  coming  to  a  rather  abrupt  end. 

Electronic  transfers  greatly  reduce  the  cost  of  transaction  and  the  possibility  of 
loss.  Americans  are  now  starting  to  pay  their  bills  by  using  credit  cards,  and  by 
inexpensive  "Smart  Phones".    These  systems  provide  customers  with  a  full  record  of 
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income  and  payments:  good  for  record-keeping,  but  bad  for  privacy.  In  fact,  the  IRS  is 
already  working  on  a  system  to  gather  all  your  financial  information  electronically  and 
prepare  your  tax  return  for  you.  That  might  crimp  the  tax  lawyers  and  accountants  a  bit, 
but  the  Big  Brother  police  state  aspects  should  be  at  least  as  unpalatable. 

There  is,  however,  a  technological  alternative.  The  electronic  version  of  the 
anonymous  paper  dollar  is  with  us.  An  experiment  is  now  underway,  called  "E-cash," 
operating  in  Amsterdam  by  a  company  named  DigiCash.  Individuals  will  be  able  to 
move  their  ftmds  aroimd  the  world,  literally  at  the  speed  of  light,  from  one  bank  to 
£inother  or  to  a  creditor,  without  the  bank  knowing  to  whom  the  money  was  paid,  or  the 
creditor  knowing  from  which  bank  or  even  which  country  the  money  came. 

Through  the  use  of  cryptographic  technology  (scrambled  numbers  for  personal 
codes),  the  ease  of  conducting  electronic  transactions  would  be  combined  with  the  elegant 
anonymity  of  paying  in  cash.  The  two  most  important  features  of  the  "E-cash"  system  - 
security  and  anonymity  -  will  be  ensured  by  using  cryptographic  digital  signatures  to 
establish  the  authenticity  of  the  payer,  while  at  the  same  time  assuring  his  anonymity  and 
untraceability.  The  virtual  electronic  dollar  bills  will,  at  the  same  time,  be  assigned 
individual  electronic  serial  numbers,  which  will  also  be  checked  for  authenticity.  The 
bank  will  know  how  much  to  pay  and  what  code  to  pay  it  to,  but  will  not  know  the  owner 
of  the  receiving  code;  hence,  the  payee  too  remains  anonymous. 

Naturally,  the  IRS  does  not  like  it.  But  the  matter  may  be  beyond  its  control.  In 
the  next  few  months,  Americans  will  be  offered  two  competing  versions  of  the  future. 
The  fu'st  is  the  society  in  which  all  of  your  transactions  can  be  monitored  by  the 
government  (and  other  interested  parties).  The  second  is  where  you  as  an  individual 
choose  which  of  your  transactions  will  be  made  available  to  curious  eyes,  and  which  will 
remain  anonymous. 

Many  in  the  government  and  other  organizations  will  argue  for  a  ban  on 
anonymous  systems,  contending  that  such  capabilities  benefit  primarily  drug  traffickers, 
money  launderers,  assorted  terrorists  and  plain  old  tax  dodgers.  Libertarians,  on  the  other 
hand,  will  warn  of  the  dangers  that  accrue  when  govenmient  has  almost  total  scrutiny  of 
individuals.  One  does  not  have  to  envision  what  Hitler  or  Stalin  could  have  done  with 
such  a  system;  just  try  to  imagine  the  kind  of  ordeal  investigators  could  inflict  on  anyone 
trying  to  get  Senate  confirmation  for  government  service. 

The  fact  is  that  the  fears  of  both  sides  are  correct.  But  some  of  the  legitimate  fears 
of  the  government  can  be  mollified  by  repealing  the  existing  income  tax  and  substituting 
a  tax  that  exempts  capital,  such  as  the  flat  tax  or  sales  tax.  Anonymous  systems  will 
make  it  easier  for  criminals  and  evaders  to  do  what  they  are  already  doing  successfully, 
especially  as  private  encryption  protocols  are  developed. 

But  without  tax  on  capital  income,  it  will  not  matter.  The  gains  to  the  American 
people,  economically  and  psychologically,  will  be  magnificent.    Even  the  government. 
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which  relies  on  public  trust,  will  gain.    And  on  such  terms,  that  would  be  a  very  good 
thing. 

Given  the  long  history  of  taxpayer  abuse  by  the  IRS,  and  given  that  we  have  a  tax 
system  that  is  so  complex  that  no  one  knows  if  they  are  in  compliance,  it  is  imperative 
that  taxpayer  rights  be  strengthened.  The  IRS  continues  to  cause  many  taxpayers 
unnecessary  anguish  and  huge  fmancial  costs,  while  the  Administration  and  IRS  continue 
to  fight  many  of  the  constructive  reforms  that  Members  of  Congress  have  proposed  in 
H.R.  661,  H.R.  390  and  S.  258,  collectively  known  as  the  "Taxpayer  Bill  of  Rights  2." 

The  IRS  and  some  members  of  its  dependent  class  of  tax  lawyers  argue  that  a 
number  of  the  measures  proposed  to  protect  the  liberty  and  wallet  of  taxpayers  would  be 
troublesome  for  the  IRS  to  administer  and  could  result  in  billions  of  dollars  of  lost  tax 
revenue.  They  particularly  object  to  the  proposed  increased  sanctions  for  IRS 
misbehavior  and  the  shifting  of  the  burden  of  proof  fi-om  the  taxpayer  to  the  government. 

The  founders  of  the  United  States  correctly  realized  that  the  greatest  threat  to 
liberty  and  prosperity  was  large  and  intrusive  government.  We  expect  that  the  IRS  is 
right  when  they  say  that  some  who  owe  taxes  will  be  able  to  avoid  them  if  the  reforms  are 
enacted.  We  believe  that  that  is  a  small  price  to  pay  to  regain  some  of  our  fi-eedom  and  to 
increase  prosperity  and  economic  opportunity  for  all  citizens. 

It  is  widely  recognized  that  the  federal  government  is  wasting  hundreds  of  billions 
of  dollars  on  programs  whose  costs  clearly  outweigh  the  benefits,  thus  denying  economic 
opportunity  for  our  poorest  citizens  and  reducing  the  standard  of  living  for  the  rest  of  us. 
Thus,  the  appropriate  response  by  the  Clinton  Administration  to  a  potential  loss  of  tax 
revenue  fi-om  the  "Taxpayer  Bill  of  Rights  2"  should  have  been  to  reduce  government 
spending  and  simplify  the  tax  system.  Unfortunately,  the  Clinton  Administration,  while 
well-meaning,  was  misguided,  in  choosing  instead  to  endorse  a  continuation  of  the 
current  unworkable  system. 

In  the  meantime,  we  urge  those  in  Congress  who  care  about  increasing  the  liberty 
and  prosperity  of  the  American  people  to  adopt  "Taxpayer  Bill  of  Rights  2"  immediately. 

CONCLUSION 

The  existing  income  tax  must  be  replaced  because  it  is  now  beyond  repair.  The 
flat  tax  and  the  other  major  income  tax  replacement  proposal  would  be  a  considerable 
improvement  over  the  existing  income  tax.  However,  there  are  problems  with  the 
existing  proposals,  most  of  which  can  be  fixed,  by  further  reducing  the  growth  rate  of 
government  spending,  reducing  the  tax  rate  to  no  more  than  1 5%,  and  placing  iron  clad 
restrictions  on  IRS  behavior  and  authority. 

Thank  you.  1  would  be  pleased  to  respond  to  your  questions. 
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Testimony  of  Senator  Arlen  Specter 

House  Small  Business  Subcommittee  on  Tax  and  Finance 

Flat  Tax  Hearing 

May  18, 1995 


Madam  Chainnan,  I  appreciate  this  opportunity  to  appear  before  the  House  Small 
Business  Subcommittee  on  Tax  and  Finance  to  testify  regarding  flat  tax  legislation  and  its  impact 
on  small  businesses  and  on  the  working  men  and  women  in  America    I  am  also  pleased  to  note 
the  impending  introduction  of  legislation  by  Congressman  Mark  Souder  of  Indiana  and  his 
colleagues  as  a  companion  to  my  legislation  introduced  in  the  Senate,  The  Flat  Tax  Act  of  1995, 
S.488. 

Yesterday,  I  testified  before  the  Joint  Economic  Committee  regarding  the  incredible 
complexity  of  the  tax  code  and  the  fact  that  very  few  people  understand  our  tax  laws,  much  less 
the  implicaiions  of  a  dramatic  reform  of  these  laws    I  firmly,  believe,  however,  that  the  more 
Americans  learn  about  the  flat  tax,  the  more  they  like  it    A  recent  poll  by  Newsweek  magazine 
demonstrates  the  breadth  of  this  support  already,  with  61%  of  the  respondents  indicating  they 
favor  a  flat  tax  and  a  majority  of  these  supporters  expressing  their  preference  for  my  flat  tax 
plan,  S  488. 

This  groundswell  of  support  has  extended  to  the  halls  of  Congress,  as  several  of  my 
colleagues  in  the  Senate  and  the  House  of  Representatives  have  expressed  their  interest  in  the 
flat  tax    Tnis  support  has  increased  after  our  recent  Easter  recess,  when  many  Members  of 
Congress  travelled  to  their  home  states  and  districts  and  heard  first-hand  the  demands  of  their 
constituents  for  simplification  and  reform. 

These  cries  for  reform  are  not  surprising  and  they  are  particularly  loud  in  the  small 
business  community   That  is  because  small  businesses  are  typically  family-run  enterprises  that 
suffer  the  brunt  of  double  taxation  without  the  benefit  of  many  credits  and  deductions  utilized  by 
larger  companies    These  small  businesses  also  are  not  large  enough  to  have  separate  accounting 
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departments  and  tax  attorneys,  so  that  the  hundreds  of  millions  of  hours  and  billions  of  dollars  in 
annual  tax  compUance  costs  hit  these  small  business  men  and  women  hardest  ' 

My  flat  tax  bill  would  scrap  the  vast  majority  of  IRS  rules  and  regulations,  with  the 
myriad  rates,  deductions  and  instructions,  and  replace  them  with  a  20%  flat  tax  under  which 
Americans  could  file  their  tax  returns  on  a  simple  10-line  postcard.  The  basic  model  for  my 
legislation  comes  fi'om  a  plan  created  by  Professors  Robert  Hall  and  Alvin  Rabushka  of  the- 
Hoover  Institute  and  a  flat  tax  bill  introduced  in  the  House  of  Representatives  by  Majority 
Leader  Richard  Armey.  These  other  plans,  however,  would  eliminate  all  deductions 

I  have  included  limited  deductions  for  home  mortgage  interest  on  up  to  $100,000  in 
borrowing  and  charitable  contributions  up  to  $2,500    While  these  modifications  limit  the  purity 
of  the  flat  tax  principle,  I  believe  that  those  two  deductions  are  so  deeply  ingrained  in  the 
financial  planning  of  American  families  that  they  should  be  retained  as  a  matter  of  fairness  — 
and  also  political  practicality    With  those  two  deductions  maintained,  passage  of  a  modified  flat 
tax  will  be  difi5cult,  but  without  them,  probably  impossible. 

For  example,  I  have  had  several  meetings  with  representatives  of  the  real  estate  industry, 
including  the  National  Association  of  Realtors,  and  they  have  expressed  their  strong  opposition 
to  an  outright  repeal  of  a  deduction  which  many  low  and  middle  income  Americans  desperately 
need  in  order  to  afford  the  homes  they  live  in  or  to  maintain  the  hope  of  eventual  home 
ownership    According  to  the  Congressional  Research  Service,  however,  my  flat  tax  will 
accommodate  over  80%  of  taxpayers  who  have  home  mortgages  under  $100,000  and  the 
remaining  taxpayers  will  reap  the  benefits  of  lower  borrowing  costs  by  a  drop  in  interest  rates  of 
up  to  two  points. 

In  this  Congress,  we  have  been  concerned  with  the  work  of  reducing  the  size  and  cost  of 
government,  and  this  is  work  which  is  vitally  important    But  the  work  of  downsizing 
government  is  only  one  side  of  the  coin    What  we  must  do  at  the  same  time,  and  with  as  much 
energy  and  care,  is  to  promote  economic  growth.  As  we  reform  the  welfare  programs  and 
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government  bureaucracies  of  past  administrations,  we  must  replace  those  programs  with  a 
prosperity  that  extends  to  all  segments  of  American  society  through  private  investment  and  job 
creation  -  which  can  have  the  additional  benefit  of  producing  even  lower  taxes  for  Americans  as 
economic  expansion  adds  to  federal  revenues    Just  as  Americans  need  a  tax  code  that  is  fair  and 
simple,  they  also  are  entitled  to  tax  laws  designed  to  foster  rather  than  retard  economic  growth 

Under  my  tax  plan,  individuals  would  be  taxed  at  a  flat  rate  of  20%  on  all  income  they 
earn  from  wages,  pensions  and  salaries    Individuals  would  noi  be  taxed  on  any  capital  gains, 
interest  on  savings,  or  dividends    The  flat  tax  will  also  eliminate  all  but  two  of  the  deductions 
and  exemptions  currently  contained  within  the  tax  code    Instead,  taxpayers  will  be  entitled  to 
"personal  allowances"  for  themselves  and  their  children;    $9,500  for  a  single  taxpayer,  $14,000 
for  a  single  head  of  household  and  $16,500  for  a  married  couple  filing  jointly,  and  $4,500  per 
child  or  dependent.  These  personal  allowances  would  be  adjusted  annually  for  inflation    Thus,  a 
family  of  four  would  be  entitled  to  $25,500  in  tax-fi'ee  income  before  any  taxes  were  assessed  on 
their  wages. 

Businesses  would  also  be  taxed  at  a  flat  rate  of  20%    My  legislation  would  eliminate  the 
intricate  scheme  of  depreciation  schedules,  deductions,  credits,  and  other  complexities    Instead, 
businesses  would  only  deduct  wages,  direct  expenses  and  purchases.  Businesses  would  be 
allowed  to  expense  100%  of  the  cost  of  capital  formation,  including  purchases  of  capital 
equipment,  structures  and  land,  and  to  do  so  in  the  year  in  which  the  investments  are  made 

The  key  advantages  of  this  flat  tax  plan  are  three-fold:  First,  it  will  dramatically  simplify 
the  payment  of  taxes    Second,  it  will  remove  much  of  the  IRS  regulatory  morass  now  imposed 
on  individual  and  corporate  taxpayers,  and  allow  those  taxpayers  to  devote  more  of  their 
energies  to  productive  pursuits  Third,  since  it  is  a  plan  which  rewards  savings  and  investment, 
the  flat  tax  will  spur  economic  growih  in  all  sectors  of  the  economy  as  more  money  flows  into 
investments  and  savings  accounts,  and  as  interest  rates  drop.  By  contrast,  there  will  be  a 
contraction  of  the  IRS  if  this  proposal  is  enacted 
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Simplicity 

The  first  major  advantage  to  this  flat  tax  is  simplicity.  According  to  reliable  studies, 
Americans  spend  approximately  5.4  billion  hours  each  year  filling  out  tax  forms.  Much  of  this 
time  is  spent  burrowing  through  IRS  laws  and  regulations,  which,  according  to  the  Tax 
Foundation,  have  grown  fi-om  744,000  words  in  1955  to  5.6  million  words  in  1994.  Even  those 
IRS  forms  which  are  intended  to  be  simple  are  not.  The  IRS  notes  proudly  that  it  should  take 
taxpayers  "only"  2  hours  and  54  minutes  to  complete  and  file  the  1040EZ  form,  which  is 
^supposedly  the  most  simple  tax  form  available. 

Whenever  the  government  gets  involved  in  any  aspect  of  our  lives,  it  can  convert  the 
most  simple  goal  or  task  into  a  tangled  array  of  complexity,  frustration  and  inefficiency    By  way 
of  example,  most  Americans  have  become  familiar  with  the  absurdities  of  the  government's 
military  procurement  programs.  If  these  programs  have  taught  us  anything,  it  is  how  a  simple 
purchase  order  for  a  hammer  or  a  toilet  seat  can  mushroom  into  thousands  of  words  of 
regulations  and  restrictions  when  the  government  gets  involved.  The  Internal  Revenue  Service  is 
certainly  no  exception.  Indeed,  it  has  become  a  distressingly  common  experience  for  taxpayers 
to  receive  computerized  print-outs  claiming  that  additional  taxes  are  due,  which  require  repeated 
exchanges  of  correspondence  or  personal  visits  before  it  is  determined,  as  it  so  often  is,  that  the 
taxpayer  was  right  in  the  first  place. 

My  plan  would  eliminate  these  kinds  of  fi^strations  for  millions  of  taxpayers    This  flat 
tax  would  enable  us  to  scrap  the  great  majority  of  the  IRS  mles,  regulations  and  instructions  and 
delete  literally  millions  of  words  from  the  Internal  Revenue  Code.  Instead  of  billions  of  hours  of 
non-productive  time  spent  in  compliance  with  (or  avoidance  of)  the  tax  code,  taxpayers  would 
spend  only  the  small  amount  of  time  necessary  to  fill  out  a  postcard-sized  form    Both  business 
and  individual  taxpayers  would  thus  find  valuable  hours  freed  up  to  engage  in  productive 
business  activity,  or  for  more  time  with  their  families,  instead  of  poring  over  tax  tables, 
schedules  and  regulations. 

The  flat  tax  I  have  proposed  can  be  calculated  just  by  filling  out  a  small  postcard  which 
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requires  a  taxpayer  only  to  answer  a  few  easy  questions.  The  postcard  would  look  like  this: 


Form  1                                  Individual  Wage  Tax 

1995 

Your  fint  Dime  tai  inrtul  (if  joiia  roura.  ilio  give  tptxae't  niine  and  mitul) 

Home  uldras  (numba  and  dreet  including  ipartmenl  mmiber  or  niral  couu) 

Spouie'i  lociaJ  security  number 

City,  town,  or  post  office,  tunc,  uvd  ZIP  code 

1 .  Wages,  salary,  pension  and  retirement  benefits 

2.  Personal  allowance  (enter  only  one) 

-   $  1 6,500  for  married  filing  jointly 
--    $9,500  for  single 
-.   $  1 4,000  for  single  head  of  household 
3        Number  of  dependents,  not  mcluding  spouse,  multiplied  by  $4500 

4 .  Mortgage  mterest  on  debt  up  to  $  1 00,000  for  owner-occupied  home 

5.  Cash  or  equivalent  charitable  contributions  (up  to  $2,500) 

6  Total  allowances  and  deductions  (lines  2, 3, 4  and  5) 

7  Taxable  compensation  (line  1  less  Ime  6,  if  positive;  otherwise  zao) 

8  Tax  (20%  of  Ime  7) 

9  Tax  withheld  by  employer 

10  Tax  or  refimd  due  (difference  between  lines  8  and  9) 

1 

2 
3 

4   , 
5 
6 
7 
8 
9 
10 

Filing  a  tax  return  would  become  a  manageable  chore,  not  a  seemingly  endless 
nightmare,  for  most  taxpayers 


Slash  the  IRS 

Along  with  the  advantage  of  simplicity,  enactment  of  this  flat  tax  bill  will  help  to  remove 
the  burden  of  costly  and  unnecessary  government  regulation,  bureaucracy  and  red  tape  from  our 
everyday  lives    The  heavy  hand  of  government  bureaucracy  is  particularly  onerous  in  the  case  of 
the  Internal  Revenue  Service,  which  has  been  able  to  extend  its  influence  into  so  many  aspects  of 
our  lives. 
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In  1994,  the  IRS  employed  over  1 10,000  people,  spread  out  over  650  offices  across  the 
United  States.  Its  budget  was  in  excess  of  $13  billion,  with  some  $7.1  billion  spent  annually  just 
to  administer  the  tax  laws,  and  another  $4  billion  for  enforcement  By  simpliiying  the  tax  code 
and  eliminating  most  of  the  IRS'  vast  array  of  rules  and  regulations,  the  flat  tax  would  enable  us 
to  cut  a  significant  portion  of  the  IRS  budget,  including  the  bulk  of  the  funding  now  needed  for 
enforcement  and  administration. 

In  addition,  a  flat  tax  would  allow  taxpayers  to  redirect  their  time,  energies  and  money 
away  from  the  yearly  morass  of  tax  compliance.  According  to  the  Tax  Foundation,  in  1994, 
businesses  spent  approximately  $127  billion  in  compliance  with  the  federal  tax  laws,  and 
individuals  spent  an  additional  $65  billion,  for  a  total  of  $192  billion   Monies  spent  by 
businesses  and  investors  in  creating  tax  shelters  and  finding  loopholes  could  be  instead  directed 
to  productive  and  job-creating  economic  activity   With  the  adoption  of  a  flat  tax,  the 
opportunities  for  fraud  and  cheating  would  also  be  vastly  reduced,  allowing  the  government  to 
collect,  according  to  some  estimates,  over  $120  billion  annually. 

Economic  Growth 

Another  major  advantage  to  a  flat  tax  is  that  it  will  be  a  tremendous  spur  to  economic 
growth.  Yesterday,  I  testified  before  the  Joint  Economic  Committee,  along  with  two  of  the 
fathers  of  the  flat  tax.  Jack  Kemp  and  professor  Alvin  Rabushka,  on  how  the  flat  tax  will  unleash 
up  to  $2  trillion  in  new  economic  growth  and  a  drop  in  interest  rates  by  as  much  as  two  points. 

The  economic  principles  are  fairiy  straightforward.  Our  current  tax  system  is  inefficient, 
it  is  biased  toward  too  little  savings  and  too  much  consumption.  The  flat  tax  creates  substantial 
incentives  for  savings  and  investment  by  eliminating  taxation  on  interest,  dividends  and  capital 
gains  —  and  tax  policies  which  promote  capital  formation  and  investment  are  the  best  vehicle  for 
creation  of  new  and  high  paying  jobs,  and  for  a  greater  prosperity  for  all  Americans. 

It  is  well  recognized  that  to  promote  fiiture  economic  growth,  we  need  not  only  to 
eliminate  the  federal  government's  reliance  on  deficits  and  borrowed  money,  but  to  restore  and 
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expand  the  base  of  private  savings  and  investment  that  has  been  the  real  engine  driving 
American  prosperity  throughout  our  history    These  concepts  are  interrelated,  for  the  federal 
budget  deficit  soaks  up  much  of  what  we  have  saved,  leaving  less  for  businesses  to  borrow  for 
investments. 

It  is  the  sum  total  of  savings  by  all  aspects  of  the  US.  economy  that  represents  the  pool 
of  all  capital  available  for  investment  —  in  training,  education,  research,  machinery,  physical 
plant,  etc  ~  and  that  constitutes  the  real  seed  of  fliture  prosperity    The  statistics  here  are 
daunting    In  the  1960s,  the  net  U.S  national  savings  rate  was  8  2  percent,  but  it  has  fallen  to  a 
dismal  1.5  percent.  In  recent  international  comparisons,  the  U.S.  has  the  lowest  savings  rate  of 
any  of  the  G-7  countries   We  save  at  only  one-tenth  the  rate  of  the  Japanese,  and  only  one-fifth 
the  rate  of  the  Germans,  which  is  clearly  reflected  in  the  comparative  growth  rates  of  our 
economies  over  the  last  three  decades. 

An  analysis  of  the  components  of  US  savings  patterns  shows  that  although  the  federal 
budget  deficit  is  the  largest  cause  of  "dissavings,"  both  personal  and  business  savings  rates  have 
declined  significantly  over  the  past  three  decades  Thus,  to  recreate  the  pool  of  capital  stock  that 
is  critical  to  future  U.S.  growth  and  prosperity,  we  have  to  do  more  than  just  get  rid  of  the 
deficit   We  have  to  very  materially  raise  our  levels  of  private  savings  and  investment   And  we 
have  to  do  so  in  a  way  that  will  not  cause  additional  deficits. 

The  less  money  people  save,  the  less  money  is  available  for  business  investment  and 
growth    The  current  tax  system  discourages  savings  and  investment,  because  it  taxes  the  interest 
we  earn  from  our  savings  accounts,  the  dividends  we  receive  from  investing  in  the  stock  market, 
and  the  capital  gains  we  earn  from  successful  investments  in  our  homes  and  the  financial 
markets  Indeed,  under  the  current  law  these  rewards  for  saving  and  investment  are  not  only 
taxed,  they  are  overtaxed  —  since  gains  due  solely  to  inflation,  which  represent  no  real  increase 
in  value,  are  taxed  as  if  they  were  really  profit. 

With  the  limited  exceptions  of  retirement  plans  and  tax  free  municipal  bonds,  our  current 
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tax  code  does  virtually  nothing  to  encourage  personal  savings  and  investment,  or  to  reward  it 
over  consumption.  As  William  Schreyer  wrote  recently  in  the  Harvard  Business  Review,  "the 
budget  deficit  is  only  one  part  of  a  larger  national  problem:  the  U.S.  saving  deficit." 

S.488  will  change  this  system,  and  address  this  problem  The  proposed  legislation 
reverses  the  current  skewed  incentives  by  promoting  savings  and  investment  by  individuals  and 
by  businesses    Individuals  would  be  able  to  invest  and  save  their  money  tax-free  and  reap  the 
benefits  of  the  accumulated  value  of  those  investments  without  paying  a  capital  gains  tax  upon 
the  sale  of  these  investments.  Businesses  would  also  invest  more  as  the  flat  tax  allowed  them  to 
expense  fiilly  all  sums  invested  in  new  equipment  and  technology  in  the  year  the  expense  was 
incurred,  rather  than  dragging  out  the  tax  benefits  for  these  investments  through  complicated 
depreciation  schedules    With  greater  investment  and  a  larger  pool  of  savings  available,  interest 
rates  and  the  costs  of  investment  would  also  drop,  spurring  even  fiirther  economic  growth 

Critics  of  the  flat  tax  have  argued  that  we  cannot  afford  the  revenue  losses  associated 
with  the  tremendous  savings  and  investment  incentives  the  bill  affords  to  businesses  and 
individuals    Those  critics  are  wrong  .  Not  only  is  this  bill  intended  to  be  revenue  neutral,  but 
historically  we  have  seen  that  when  taxes  are  cut,  revenues  actually  increase,  as  more  taxpayers 
work  harder  for  a  larger  share  of  their  take-home  pay,  and  investors  are  more  willing  to  take 
risks  in  pursuit  of  rewards  that  will  not  get  eaten  up  in  taxes  As  one  example,  under  President 
Kennedy  individual  tax  rates  were  lowered,  investment  incentives  including  the  investment  tax 
credit  were  created  and  then  expanded,  depreciation  rates  were  accelerated,  and  yet  between 
1962  and  1967  gross  annual  federal  tax  receipts  went  from  $99  7  billion  to  $148  billion  ~  an 
increase  of  nearly  50%     More  recently  under  President  Reagan,  after  his  tax  cuts  in  the  early 
1980's,  government  tax  revenues  rose  from  just  under  $600  billion  in  1981  to  nearly  $1  trillion 
in  1989  In  fact,  the  Reagan  tax  cut  program  helped  to  bring  about  the  longest  peacetime 
expansion  of  the  U.S  economy  in  history    There  is  every  reason  to  believe  that  the  flat  tax 
proposed  here  can  do  far  more  -  and  by  maintaining  revenue  neutrality  in  this  flat  tax  proposal, 
as  we  have,  we  can  avoid  any  increases  in  annual  deficits  and  the  national  debt 
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As  Professors  Hall  and  Rabushka  state  it,  the  growth  case  for  a  flat  tax  is  compelling 
It  is  even  more  compelling  in  the  case  of  a  tax  revision  that  is  simple  and  demonstrably  fair 

Fairness 

In  addition  to  increasing  federal  revenues  by  fostering  economic  growth,  the  flat  tax  can 
also  add  to  federal  revenues  without  increasing  taxes  by  closing  tax  loopholes    Personal  income 
in  the  United  States  totals  about  $5  trillion    Of  this  amount,  however,  only  $2  4  trillion  is 
reported  as  taxable  income   Thus,  over  50%  of  personal  income  is  sheltered  by  legal  loopholes, 
deductions,  credits,  exemptions  or  outright  fraud    Under  a  flat  tax  system,  all  tax  shelters  will 
disappear  and  all  income  will  be  subject  to  taxation    With  a  broader  tax  base,  we  can  then  lower 
tax  rates  and  ensure  that  all  Americans  pay  their  fair  share  of  taxes 

The  flat  tax  also  promotes  fairness  by  lessening  the  tax  burden  on  working  families    By 
eliminating  loopholes  and  thus  broadening  the  tax  base,  my  legislation  will  force  many  higher 
income  taxpayers  to  pay  their  fair  share  of  taxes  —  and  it  will  allow  us  to  lower  the  taxes  paid  by 
lower  and  middle  income  families    IRS  statistics  indicate  that  in  1994,  over  50%  of  all  tax 
returns  were  filed  by  taxpayers  earning  less  than  $30,000    The  vast  majority  of  these  taxpayers 
would  pay  little  or  no  taxes  under  my  flat  tax,  because  of  the  $25,500  income  exclusion  for  a 
family  of  four  and  the  continuation  of  limited  deductions  for  home  mortgage  interest  and 
charitable  contributions. 

Mr.  Chairman,  no  one  likes  to  pay  taxes,  and  no  one  likes  the  billions  of  dollars  in 
additional  hidden  taxes  and  costs  they  incur  every  year  simply  seeking  to  comprehend  and 
comply  with  the  tax  code    My  20%  Flat  Tax  Act  will  dramatically  restructure  the  IRS  by 
eliminating  most  of  its  rules  and  regulations  and  firing  most  of  its  employees,  and,  as  a  result,  it 
will  change  the  way  Americans  feel  about  the  tax  code    I  believe  that  all  Americans  would  be 
willing  to  pay  their  share  of  taxes  under  a  system  that  they  believe  is  fair,  a  system  that  they  can 
understand,  and  a  system  that  they  recognize  promotes  rather  than  prevents  growth  and 
prosperity    My  20%  flat  tax  bill  affords  Americans  such  a  tax  system. 

The  flat  tax  is  an  idea  whose  time  has  come    I  spoke  yesterday  at  some  length  with 
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Professor  Rabushka,  Jack  Kemp  and  House  Majority  Leader  Richard  Armey  regarding  my 
commitment  to  working  with  them  and  others  to  ensure  continued  progress  in  the  flat  tax  debate, 
both  in  Congress  and  throughout  this  country    In  this  regard,  I  am  also  encouraged  by  the 
formation  of  the  Dole-Gingrich  Flat  Tax  Commission,  to  be  headed  by  Jack  Kemp,  which  will 
work  toward  promoting  passage  of  flat  tax  reform. 

Therefore,  I  urge  the  House  Small  Business  Committee  and  the  House  Small  Business 
Subcommittee  on  Tax  and  Finance  to  support  the  efforts  of  Majority  Leader  Richard  Armey  and 
Congressman  Mark  Souder  in  the  House  and  my  efiforts  in  the  Senate  to  bring  flat  tax  legislation 
to  the  floor  of  each  of  our  respective  chambers  at  the  earliest  possible  moment  so  that  all 
Members  of  Congress  may  be  allowed  to  express  their  support  for  this  fundamental  reform    I 
look  forward  to  working  with  you  in  this  endeavor. 

Thank  you  Madam  Chairman  and  members  of  the  Subcommittee. 
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ADVANTAGES  TO  FLAT  TAX  PLAN 


•     SIMPLICITY 


n.  1 0-line  postcard  filing  would  replace  the  myriad  forms 
and  attachments  currently  required,  thus  saving  Americans 
up  to  5  4  billion  hours  they  currently  spend  every  year  in 
tax  compliance 


*     CUTS  GOVERNMENT 


The  flat  tax  would  eliminate  the  lion's  share  of  IRS  rules, 
regulations  and  requirements,  which  take  up  12,000  pages, 
and  have  grown  from  744,000  words  in  1955  to  5  6  million 
words  in  1994  It  would  also  allow  us  to  slash  the 
mammoth  IRS  bureaucracy  of  1 10,000  employees  spread 
out  over  650  offices  nationwide. 


PROMOTES  ECONOMIC 
GROWTH 


Economists  estimate  a  growth  of  over  $2  trillion  in  national 
wealth  over  seven  years,  representing  an  increase  of  $1900 
in  personal  income  for  every  man,  woman  and  child  in 
America 


INCREASES  EFFICIENCY 


Investment  decisions  would  be  made  on  the  basis  of 
productivity  rather  than  simply  for  tax  avoidance,  thus 
leading  to  even  greater  economic  expansion. 


*     REDUCES  INTEREST 
RATES 


Economic  forecasts  indicate  that  interest  rates  would  fall 
substantially,  by  as  much  as  two  points,  as  the  flat  tax 
removes  many  of  the  current  disincentives  to  savings. 


LOWERS  COMPLIANCE 
COSTS 


Americans  would  be  able  to  save  up  to  $192  billion  they 
currently  spend  every  year  in  tax  compliance 


DECREASES  FRAUD 


As  tax  loopholes  are  eliminated  and  the  tax  code  is 
simplified,  there  will  be  far  less  opportunity  for  tax 
avoidance  and  fraud,  which  now  amounts  to  over  $120 
billion  in  uncollected  revenue  annually 


REDUCES  IRS  COSTS 


Simplification  of  the  tax  code  will  allow  us  to  save 
significantly  on  the  $13  billion  annual  budget  currently 
allocated  to  the  Internal  Revenue  Service 
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1995  Income  Tax 


Flat  Tax 


Income 


Taxes 
Owed 


Efifective 
Rate 


Taxes 
Owed 


Effective 
Rate 


<$25,500 

$1,105 

4.5% 

None 

0% 

$30,000 

$2,018 

6.7% 

None 

0% 

$40,000 

$3,300 

8.3% 

$1,300 

3.3% 

$50,000 

$4,500 

9.0% 

$2,900 

5.8% 

$60,000 

$5,700 

9.5% 

$4,860 

8.1% 

$70,000 

$7,810 

11.1% 

$6,820 

9.7% 

$80,000 

$10,050 

12.6% 

$8,780 

11% 

$90,000 

$12,290 

13.7% 

$10,740 

11.9% 

$100,000 

$14,530 

14.5% 

$12,700 

12.7% 

$125,000 

$20,217 

16.2% 

$17,600 

14.1% 

$150,000 

$26,531 

17.7% 

$22,600 

15.1% 

$200,000 

$40,708 

20.4% 

$32,600 

16.3% 

$250,000 

$57,088 

22.8% 

$42,600 

17.0% 

$500,000 

$138,666 

27.7% 

$92,600 

18.5% 

$1,000,000 

$303,006 

30.3% 

$192,600 

19.3% 
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On  behalf  of  the  National  Association  for  the  Self-Employed,  I  appreciate  the 
opportunity  to  testify  before  the  House  Small  Business  Subcommittee  on  Taxation  and 
Finance.    My  name  is  Bennie  L.  Thayer,  the  NASE's  President;    and  I  am  pleased  to  testify 
today  on  flat  tax  proposals  and  other  tax  simplification  initiatives. 

I  wish  to  commend  Chairman  Linda  Smith  and  the  other  Subcommittee  members  for 
holding  this  very  important  hearing  on  a  topic  of  concern  to  the  small  business  community. 
The  concept  of  tax  simplification  is  important  to  the  over  320,000  members  of  the  NASE, 
individuals  who  operate  businesses  throughout  the  United  States.    Over  85  percent  of  the 
NASE  members  are  business  owners  with  5  or  fewer  employees.   The  membership 
represents  a  very  wide  range  of  businesses,  notably  in  the  consulting  and  retail  fields. 

It  must  be  emphasized  at  the  beginning  of  my  testimony  that  the  NASE  has  not  taken 
a  position  on  the  various  flat  tax  and  other  tax  simplification  initiatives.   While  the  NASE 
has  not  had  the  opportunity  to  fiilly  analyze  the  impact  of  these  proposals  on  small  business, 
we  do  commend  Majority  Leader  Dick  Armey  and  others  for  addressing  the  tax 
simplification  issue. 

The  concept  of  tax  simplification  is  very  important  to  small  business  for  one  very 
fundamental  reason.    That  is  -  if  you  ask  the  average  NASE  member  which  federal  agency 
creates  the  greatest  number  of  administrative  headaches  for  their  business,  the  answer  will 
usually  be  the  IRS.   According  to  a  recent  NASE  survey,  82.4  percent  of  the  respondents 
stated  that  the  IRS  imposed  the  greatest  regulatory  burden  on  businesses  when  compared  to 
other  federal  agencies. 

In  addition  to  the  Subcommittee's  investigation  regarding  tax  simplification,  the 
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NASE  strongly  urges  the  Subcommittee  to  address  the  issue  of  taxpayer  rights.    While  tax 
simplification  may  truly  benefit  a  very  large  number  of  individual  taxpayers  as  an  end  result, 
the  NASE  believes  it  is  probably  going  to  be  very  difficult  to  eliminate  the  need  for  IRS 
Revenue  Agents  in  terms  of  monitoring  and  occasionally  auditing  a  business  tax  return. 
From  a  business  person's  perspective  ~  there  will  be  a  need  to  retain  certain  legitimate 
business  deductions  as  part  of  any  new  tax  system.    For  this  reason,    the  NASE  strongly 
recommends  that  the  Subcommittee  also  focus  its  "simplification  hearings"  on  various 
proposals  designed  to  protect  taxpayer  rights. 

The  NASE  is  fully  aware  that  a  wide  range  of  types  of  tax  simplification  proposals 
have  been  introduced  in  Congress.   These  proposals  concq>tually  range  from  flat  tax 
initiatives  to  consumption  tax  bills,  such  as  a  value  added  tax  or  a  national  sales  tax.   In  line 
with  the  Subcommittee's  timetable  for  further  simplification  hearings  over  the  coming  weeks, 
my  comments  (as  detailed  below)  primarily  focus  on  the  impact  of  a  flat  tax  on  small - 
business. 
Replacement  Tax  Systems  and  Add-On  Taxes 

Should  legislation  be  enacted  to  simplify  or  replace  the  Internal  Revenue  Code,  it  is 
imperative  that  ao^  new  tax  system  be  considered  a  r^lacement  tax  system  for  the  current 
"tax  regime."   The  net  taxe$raised  by  any  new  taxj^stem-should  be  no  more  than  that 
raised  under  the  old  system.   Moreover,  the  new  system  should  also  avoid  increasing  the 
overall  burden  of  taxes  now  paid  by  self-employed  individuals.   To  the  extent  the  new 
system  ends  up  being  designed  to  raise  more  taxes  than  the  prior  system,  the  business 
community  will  label  the  new  "tax  regime"  as  an  "add-on  tax'  and  as  a  result,  will  likely 
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oppose  such  a  prop)OS<il. 

The  Self-Employed  and  Flat  Tax  Initiatives 

The  NASE  is  pleased  to  offer  some  general  comments  on  what  our  organization 
considers  critical  elements  of  any  final  flat  tax  initiative.   We  offer  these  comments  not  in  the 
spirit  of  an  endorsement  of  a  fiat  tax  initiative  at  this  time,  but  only  based  on  the  hypothetical 
that  Congress  passes  a  final  simplification  bill  along  the  lines  of  a  fiat  tax  initiative. 

We  fiilly  appreciate  the  trials  and  tribulations  of  the  legislative  process.   The  NASE 
has  watched  many  Congressional  bills  move  from  the  initial  hearing  stage  through  committee 
markup;   and  then  on  to  House  and  Senate  passage;   and  finally,  on  to  the  House-Senate 
conference  report  stage.   Throughout  this  process,  a  bill  undergoes  significant  technical  and 
substantive  changes.   The  initial  legislation  often  looks  very  different  from  what  the  President 
may  sign  into  law.   Based  on  this  understanding  of  how  the  legislative  process  works,  the 
NASE  presents  these  observations  on  what  our  organization  believes  should  be  included  in 
any  final  flat  tax  initiative. 

Most  of  the  flat  tax  proposals  provide  for  the  payment  of  a  business  tax,  computed  by 
multiplying  a  specific  tax  rate  times  -  the  difference  between  gross  revenue  and  expenses. 
These  proposals  often  define  the  tax  base  as  gross  revenue  less  the  purchases  of  goods  and 
services,  capital  equipment,  structures,  land,  and  wages  paid  to  employees.   Nevertheless, 
the  NASE  recognizes  that  the  definition  of  "legitimate  business  expenses"  is  likely  to  become 
much  more  specific  (and  detailed)  once  a  flat  tax  initiative  moves  through  the  Congressional 
committee  process. 

In  order  to  understand  the  types  of  expenses  which  the  self-employed  community 
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believes  should  be  deductible  as  legitimate  business  expenses,  the  Subcommittee  on  Taxation 

and  Finance  must  understand  the  profile  of  the  types  of  individuals  who  consider  themselves 

self-employed.    Based  on  those  persons  who  reported  nonfarm  sole  proprietorship  activity  on 

their  federal  tax  returns  in  1992',  the  self-employed  reported  the  following  information  to  the 

IRS  that  year: 

1.)        15.5  million  tax  returns  claimed  nonfaim  sole  proprietorship  status; 

2.)       Total  gross  receipts  nationwide  of  $737.1  billion; 

3.)        Total  deductions  nationwide  of  $583.1  billion;   and 

4.)       Total  net  income  nationwide  of  $154.0  billion. 

The  self-employed  are  concentrated  in  the  following  industries  (computed  as  a 

percentage  of  total  gross  receipts  reported  to  the  IRS  in  1992): 

Services  35.2  Percent 

Retail  Trade  28. 1  Percent 

Construction  13.1  Percent 

Finance,  Insurance  and  Real  estate  6.2  Percent 

Wholesale  Trade                        .  5.5  Percent 

Transportation  and  Public  Utilities  4.5  Percent 

Manufacturing  3.7  Percent 

All  Other  Industries  3.7  Percent 

Total  100  Percent 

According  to  the  above  profile,  76.4  percent  of  the  self-employed  operate  businesses 

in  the  services,  retail,  or  construction  trades.    These  are  industries  which  are  very  labor 

intensive  and  thus,  bear  a  pronounced  payroll  tax  burden.   Accordingly,  any  new  flat  tax 

system  should  strive  to  include  legitimate  business  deductions  which  reflect  the  way  small 

service  and  retail  businesses  operate.   Such  deductions  should  not  solely  focus  on  the  needs 


'IRS  Statistics  of  Income  Bulletin,  Publication  1136,  Fall  1994,  page  34. 
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of  manufacturers  and  other  capital  intensive  businesses;    but  instead,  strive  to  take  into 
account  the  needs  of  the  labor-intensive  sectors  of  the  economy. 

Any  final  flat  tax  system  should  include  (among  other  deductions)  fiill  deductibility  of 
all  wages,  Social  Security  tax,  and  other  payroll  and  employee  benefit  expenses  incurred  by 
owners  on  behalf  of  their  employees  and  themselves;   all  health  insurance  premiums;   all 
meals  and  entertainment  expenses;    and  all  home-office  expenses.    Full  deductibility  of  all 
home  office  expenses  is  particularly  important  from  the  perspective  of  the  ongoing 
restructuring  of  the  U.S.  economy,  and  the  growing  interest  by  people  to  operate  their  own 
businesses.' 
Social  Security  and  Payroll  Taxes 

The  NASE  supports  the  spirit  of  tax  simplification.   Nevertheless,  in  addition  to  the 
federal  income  tax  system,  self-employed  persons  find  Social  Security  and  payroll  taxes  to  be 
extremely  burdensome  on  their  businesses.    Without  taking  into  account  the  self-employed's 
income  tax  bracket,  a  self-employed  individual  pays  a  combined  Social  Security  and  payroU 
tax  rate  of  15.3  percent.   As  a  percentage  of  federal  tax  revenues,  Social  Security  taxes 
amount  to  nearly  30  percent  of  all  federal  tax  revenues. 

The  reason  why  small  businesses  find  payroll  taxes  particularly  onerous  is  due  to  the 
fact  their  firms  are  predominantly  labor-intensive.   These  businesses  also  find  the 
recordkeeping  required  in  reporting  Social  Security  and  payroll  taxes  to  be  a  major  headache 
and  drain  of  scarce  resources  and  time.   For  these  reasons,  the  NASE  strongly  urges  that 


^This  list  of  'legitimate'  business  deductioos  should  merely  be  considered  as  illustrative  of  the  way  labor- 
intensive  businesses  operate  in  the  American  economy  of  the  1990's.    Thus,  the  types  of  deductions  mentioned 
in  the  paragraph  should  not  be  considered  an  exhaustive  list. 
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Congress  review  the  burden  federal  payroll  taxes  places  on  smaller  firms  ~  both  from  a 
flnancial  and  a  recordkeeping  perspective  --  when  seriously  considering  any  fmal  tax 
simplification  initiative. 
Taxpayer  Rights  Legislation 

As  I  stated  above,  tax  simplification  is  likely  to  benefit  a  large  number  of  people  as 
an  end  result.    We  also  believe,  however,  that  it's  likely  to  be  very  difficult  to  eliminate  the 
need  for  IRS  Revenue  Agents  in  terms  of  monitoring  and  occasionally  auditing  business  tax 
returns.    In  order  to  promote  oqjital  formation  and  economic  growth,  any  new  tax  system  is 
likely  to  retain  a  number  of  business  deductions.   Thus,  we  strongly  recommend  that  the 
Subcommittee  also  focus  its  investigation  on  proposals  designed  to  protect  taxpayer  rights. 

Congress  has  had  a  long-standing  tradition  of  fighting  for  taxpayer  rights,  particularly 
with  respect  to  its  passage  of  the  Taxpayer  Bill  of  Rights  in  1988.    Congress  did  pass  a 
Taxpayer  Bill  of  Rights  II  (''T2'')  in  1992;   however,  it  did  not  become  law  because  the 
proposal  was  included  in  two  broader  bills  which  President  Bush  vetoed  in  1992  for  reasons 
unrelated  to  T2. 

The  NASE  believes  there  are  a  number  of  beneficial  pro-taxpayer  provisions 
contained  in  the  1992  Taxpayer  Bill  of  Rights  n  and  therefore,  we  recommend  inclusion  of 
these  specific  provisions  in  any  final  tax  bill  or  simplification  package  acted  upon  during 
1995  or  1996.   First,  we  support  the  provision  contained  in  T2  which  establishes  an  Office  of 
Taxpayer  Advocate  ~  an  office  which  would  be  indqiendent  of  the  IRS  Commissioner's 
direct  line  of  authority.   The  NASE  strongly  believes  that  an  independent  Taxpayer  Advocate 
will  greatly  contribute  to  a  more  friendly  atmosphere  among  IRS  Auditors  towards  taxpayers. 
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Second,  we  support  the  measure  contained  in  T2  which  prohibits  (except  under  limited 
circumstances)  the  Treasury  and  the  IRS  from  issuing  regulations  which  have  a  "retroactive" 
impact  on  taxpayers.    Third,  we  support  the  provision  found  in  the  1992  House  version  of 
T2  which  makes  IRS  employees  personally  liable  in  situations  of  clear  abuse.    Other 
provisions  which  we  support  include  expansion  of  a  taxpayer's  ability  to  recover  reasonable 
costs  associated  with  an  IRS  administrative  proceeding  or  tax  litigation  case,  and  an  increase 
in  the  rights  of  small  taxpayers  to  use  installment  agreements. 
The  Legacy  of  the  Tax  Reform  Act  of  1986 

In  closing,  the  NASE  strongly  urges  Congress  to  learn  from  the  mistakes  made  with 
respect  to  the  enactment  of  the  Tax  Reform  Act  of  1986.   The  1986  Act  was  also  billed  by 
proponents  as  a  dramatic  simplification  of  the  Internal  Revenue  Code  coupled  with  a  steep 
reduction  in  tax  rates.    The  trade-off  in  1986  for  tax  simplification  and  lower  rates  involved 
cutbacks  in  various  tax  deductions,  such  as  the  meals  and  entertainment  deduction. 
Ironically,  as  a  result  of  various  tax  law  changes  enacted  in  the  years  after  1986,  effective 
tax  rates  have  climbed  steeply  -  and  the  various  deductions  lost  in  1986  were  never  restored. 

Since  1986,  Congressional  tax  legislation  has  become  nearly  an  aimual  event.   In 
addition  to  the  increase  in  tax  levies  over  the  time  period,  these  continuous  changes  in  the  tax 
law  have  made  "planning"  difficult  for  the  average  small  businessman.    The  NASE  is  not 
suggesting  ~  by  any  means  -  that  the  status  quo  with  respect  to  the  current  Internal  Revenue 
Code  be  maintained.   However,  we  are  suggesting  that  Congress  take  into  account  the  needs 
of  the  small  business  person  whenever  it  develops  a  tax  simplification  initiative  in  1995  or 
1996.    Once  a  tax  simplification  initiative  is  passed,  it  is  critical  that  Congress  avoid  (except 
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under  excniciating  circumstances)  constant  changes  in  the  tax  law  thereafter.    A  moratorium 
on  tax  law  changes  (for  a  reasonable  time  period  thereafter)  could  do  much  to  reduce 
regulatory  burdens  on  taxpayers,  as  well  as    improve  business  planning. 
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OPFICC  or  CHIEF  COUN9CL  FOR  AOVOCACV 


U.S.  Small  business  Administration 
Washington,  D.C.    20416 


June  22,  1995 

The  Honorable  Linda  Smith 
Chairwoman,  Subcommittee  on 

Taxation  and  Finance 
Committee  on  Small  Business 
U.  S.  House  of  Representatives 
B-363  Rayburn  HOB 
Washington,  D.C.  20515 

Dear  Chairwoman  Smith: 

Thank  you  for  your  letter  of  May  26,  1995  and  for  your  kind 
invitation  to  testify  before  the  subcommittee  concerning  the 
likely  impact  on  small  business  of  current  flat-rate  tax 
proposals.   Let  me  start  by  acknowledging,  as  I  did  in  my 
testimony,  that  drawing  conclusions  about  the  current  flat-rate 
tax  proposals  based  on  the  1986  tax  model  is  indeed  like  trying 
to  compare  apples  and  oranges. 

The  1986  tax  model  was  constructed  by  this  office  to  compare  four 
different  tax  proposals  and  their  permutations  from  the 
perspective  of  the  small  business  owner.   The  portion  of  my 
testimony  on  May  18th  which  dealt  with  the  1986  tax  model  (as  was 
requested  by  the  subcommittee)  was  limited  to  only  those  features 
of  the  tax  system  and  the  characteristics  of  small  businesses 
which  are  comparable  to  today.   Even  so,  I  chose  not  to  place 
much  weight  on  that  analysis  and  instead  put  more  emphasis  on  the 
concerns  of  small  businesses  as  expressed  at  the  White  House 
Conference  and  on  our  more  recent  analysis  with  new  data. 

In  answer  to  your  questions: 

Q.   What  were  the  details  of  the  Gephardt-Bradley  "flat-tax" 

proposal  which  the  Office  of  Advocacy's  1986  model  analyzed. 

A.    The  Bradley-Gephardt  "flat  tax"  proposal  which  we  reviewed 
in  our  1986  model  was  different  from  the  proposals  of 
Representative  Armey  and  Senator  Specter.   They  proposed  a 
30%  flat-rate  tax  on  all  corporate  income.   Interest 
payments  were  still  deductible  and  expensing  up  to  $10,000 
per  year  would  have  been  allowed  rather  than  unlimited 
expensing.   However,  accelerated  depreciation  was  still 
permitted  which  meant  that  more  of  the  costs  of  capital 
equipment  purchases  could  be  written  off  earlier. 
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Q.  Would  that  proposal  have  changed  the  tax  base  from  an  income 
tax  base  to  a  consumption  tax  base,  as  the  current  Rabushka- 
Hall,  Armey  and  Specter  flat-rate  tax  proposals  would  do? 

A.    The  Bradley-Gephardt  proposal  would  have  been  based  on 

income  rather  than  on  consumption  as  proposed  by  Senator 
Specter  and  Representative  Armey. 

Q.    In  particular,  would  that  proposal  have  exempted  savings  and 
investment  from  double  taxation  and  provided  100%  expensing 
for  small  businesses? 

A.    The  Bradley-Gephardt  proposal  would  not  have  eliminated  the 
double  taxation  on  dividends  nor  would  it  have  exempted 
savings  from  tax.  (Corporations  would  have  been  allowed  to 
deduct  interest  paid,  however.)   None  of  the  proposals 
called  for  100%  expensing  for  businesses  but  the  Bradley- 
Gephardt  bill  (and  others)  would  have  allowed  expensing  of 
purchases  up  to  $10,000  per  year.   This  incentive  was 
targeted  to  the  smallest  of  small  businesses  by  phasing  it 
out  for  firms  earning  between  $100,000  and  $200,000 
annually.   The  Bradley-Gephardt  bill  provided  for  the 
continued  use  of  accelerated  depreciation.  While  not  as 
generous  as  full  expensing,  it  still  provided  a  significant 
incentive  to  capital  equipment  purchases. 

The  1986  Tax  Model  found  the  Bradley-Gephardt  flat-tax  rate 
proposal  to  be  less  favorable  for  small  businesses  than  other 
proposals  which  were  considered.   It  would  be  unfair  to  apply 
those  findings  to  the  proposals  offered  by  Rep.  Armey  and  Senator 
Specter  because  they  are  significantly  different  from  Bradley- 
Gephardt.   I  would  urge  the  committee,  however,  to  consider  the 
significant  concerns  that  were  raised  in  my  testimony  about  the 
distribution  of  the  benefits  of  the  current  proposals  and  their 
impact  on  the  taxes  of  small  businesses  should  any  of  the  flat- 
tax  rate  proposals  be  referred  to  the  committee. 

The  author  of  the  book  The  Flat  Tax  expressed  the  opinion  in  his 
book  that  "The  substantial  revenue  the  government  would  derive 
from  the  flat  business  tax  is  the  key  to  the  fairness  of  our  tax 
system.   Because  most  business  income  goes  to  the  rich,  putting 
an  airtight  tax  of  19  percent  on  that  income  permits  taxes  and 
tax  rates  on  working  people  to  be  lowered."   (The  Flat  Tax  Hall  & 
Rabushka,  1995,  p. 57)   Our  analysis  shows  that  most  small 
businesses  are  very  small  and  their  owners  are  not  very  rich. 
Putting  this  "airtight  tax"  on  their  business  income  could  raise 
their  taxes  substantially  and  should  be  a  red  flag  signaling  the 
need  for  Congress  to  have  before  it  the  best  information 
available  about  the  flat-tax  proposal's  impact  on  small 
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businesses  before  taking  action.  This  office  will  continue  to 
analyze  the  proposals  as  they  take  shape  and  move  through  the 
debate  process. 

Enclosed,  per  your  request,  is  a  copy  of  the  Report  on  the  1986 
model.   I  hope  this  information  is  useful  to  you.   Please  feel 
free  to  contact  my  office  whenever  we  can  be  of  assistance.   With 
respect,  I  remain 


Sincerely, 


^'- 


Jere  W.  Glover 
Chief  Counsel 
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July  14.  1993 


The  Honorable  Linda  Smith 

United  Sutes  House  of  Representatives 

Washington,  D.C  20319 

Dear  Chairwoman  Smith: 

On  behalf  of  the  more  than  600,000  small  business  owners  of  the  National  Federation  of 
Independent  Business,  I  am  writing  to  add  our  comments  for  the  record  of  your  recent  hearing 
on  tax  reform.   I  appreciate  the  opportunity  to  submit  this  letter  for  the  record, 

NFIB  has  not  yet  established  a  specific  position  on  any  of  the  majoi  comprehensive  tax 
reform  proposals.  We  are  ctirrently  conducting  research  to  better  determine  our  members'  views 
on  different  ideas  that  have  been  presented.  There  arc  several  fundamental  principles,  however, 
upon  which  oui'  members  have  expressed  clear  consensus.  The  following  principles  are  among 
the  top  priorities  for  small  business  owners  in  any  comprehensive  tax  reform  legislation; 

1)  Simplicitv.  Perhaps  the  top  priority  for  small  business  owners  is  that  the  current  rax 
system  needs  to  be  greatly  simplified.  Many  tax  experts  have  tesdfied  that  the  burden  of  today's 
immensely  complicated  tax  system  falls  hardest  on  small  business  owners. 

2)  Lower  taxes.  Small  business  owners  cleariy  believe  that  the  government  they  gei  is 
not  worth  the  taxes  they  pay.  They  would  like  to  see  major  cuts  in  federal  government  spending 
and  corresponding  cuts  in  federal  taxes. 

3)  Recognition  of  cash  flow  problems.  Small  business  owners  generally  do  not  operate 
on  profit;  they  succeed  or  fail  based  on  cash  flow.  Any  tax  reform  should  recognize  the  reality 
of  ups  and  downs  in  business  cycles.  If  small  business  owners  must  pay  taxes  even  when  they 
are  losing  money,  they  are  far  more  likely  to  fail. 

4)  Estate  tax  relief.  Small  businesses  are  usually  owned  by  families.  Current  estate  lax 
policy,  which  imposes  up  to  a  55  percent  tax  rate  on  the  value  of  a  business  at  the  death  of  the 
owner,  is  one  of  the  more  onerous  federal  tax  burdens  on  small  business  owners  today.  Small 
business  owners  would  like  to  see  this  tax  eliminated. 
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5)  PaviQU  Tax  Relief.  A  majority  of  small  business  owners  pay  more  in  payroll  taxes 
than  in  any  other  form  of  tax.  No  other  tax  on  small  business  owners  has  undergone  anything 
near  the  astonishing  rate  of  increase  as  federal  payroll  taxes  over  the  past  25  years,  Payroll  taxes 
must  be  paid  whether  or  not  the  business  makes  money;  the  taxes  arc  regressive;  and  they 
disproportionately  impact  small  business  owners  because  small  businesses  tend  to  be  more  labor 
intensive  than  larger  ones.  We  believe  payroll  tax  reform  should  be  given  consideration  in  any 
major  tax  reform  effort 

By  no  means  are  these  five  principles  intended  to  be  all  inclusive  of  small  business  owner 
concerns.  Again,  we  will  be  better  able  to  comment  on  specific  tax  reform  proposals  after  our 
members  have  had  a  full  opportunity  to  review  and  comment  on  the  numerous  ideas  that  have 
been  presented  for  public  debate.  Until  that  dme,  however,  this  list  should  serve  as  a  guideline 
of  important  small  business  priorities  in  tax  reform  legislation. 

Thank  you  again  for  the  opportunity  to  submit  this  letter  for  the  record.  We  look  forwiird 
to  working  with  you  furthei'  on  this  endeavor. 


wncercly,  / 


Donald  A.  Danner 
Vice  President 
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